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Duties of the Junior Accountant 


By W. B. ReyNotps AnD F. W. THORNTON 
PART I 


This series of articles, written in response to many inquiries 
from persons who are considering the desirability of public 
accounting as a means of livelihood, or who, having studied 
therefor, are about to commence practical work, does not aim to 
add anything to the sum of human knowledge. Its object is to 
set forth just what work is expected of the beginner and of the 
more experienced junior accountant. 

Books dealing with the theory of accounts and with the work 
of senior accountants are sufficiently numerous. The teaching in 
colleges and in special accounting classes is based upon the exist- 
ing literature of the subject; and the product of the colleges and 
classes is frequently better fitted to deal with the problems of 
the senior accountant than with the work that will be assigned 
on entering the practical field. 

We hope to set forth herein the drudgery and sometimes the 
pettiness, that is inseparable from accounting, so that those contem- 
plating taking up the work may do so with open eyes. 

Here we would point out that the several examinations for 
the degree of C.P.A. are necessarily artificial, in that during a 
very few hours the applicant must show his knowledge of those 
branches of accounting that demand special technical training. 
In actual work the accountant does not pass in rapid succession 
on important matters of principle. Such matters occur only at 
intervals—sandwiched between them being long periods of plain, 
ordinary hard work. 
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It is true that the partners of great firms, and to a small 
extent supervising accountants, have to deal with matters of 
principle that arise in the work of others, but even in these cases 
the matters have been considered by juniors who bring together 
such facts and figures as will clarify the situation and enable the 
seniors to decide the points involved. 


In the practical examination for the C.P.A. degree there are 
usually five or six difficult decisions to be made and worked out 
within as many hours, without possibility of obtaining additional 
information as to circumstances. It is probable that if, in actual 
business, any reputable public accountant were asked to render 
an opinion or give a certificate upon information as limited and 
as vague as that contained in an examination question, he would 
decline to consider it. 


The person contemplating entry into the profession should not, 
therefore, derive his impressions of the nature of the work to be 
done from the books containing the questions asked at these 
examinations nor from the periodicals in which such questions 
are discussed and solved. 


VERIFICATION OF BANK BALANCES, CASH ON HAND, SECURITIES, 
Etc. 


Among the first duties of the junior accountant will be the 
verification of bank and cash accounts. Much misconception 
exists as to the requirements of the case. 


It is necessary that all bank accounts, cash on hand, cash in 
transit, notes receivable, and sometimes negotiable securities, be 
verified on the same date. This is necessary because if one bank 
be verified on the 30th day of June, and another on July 2nd, the 
auditor cannot always tell whether cash was withdrawn on July 
Ist from bank No. 1 (after verification) to be deposited in bank 
No. 2 (before verification). 

Cash on hand may, similarly, be found correct on June 30th 
and may be deposited in bank No. 2 on July Ist; notes receivable 
may be examined June 30th and then discounted at bank No. 2 on 
July Ist; or they may have been pledged for a loan to make good 
shortage of cash on hand on June 30th, and then, after verifi- 
cation of cash, may have been redeemed and presented to the 
auditor at a later date. 
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Upon being assigned to verify cash in hand in a commercial or 
manufacturing concern the auditor should first examine the petty 
cashbook, inking in small red figures the totals as he finds them; 
and he should note the totals on his schedule, with balance on 
hand. He should then count the cash, checking his count with 
the cashier’s own agreement slips if such exist. If unentered 
vouchers are presented to the auditor as part of the cash balance 
he should examine and list them, afterward assuring himself that 
they are not entered. To do this he should first vouch the 
entered items, stamping the vouchers with his audit rubber stamp. 
There should remain unstamped vouchers agreeing with those 
which the cashier included in the cash balance. 


These vouchers may include memorandums of indebtedness 
by employes—such vouchers can be accepted only if a proper 
explanation be given for their existence and approval by the 
cashier’s superior officer be obtained. If they consist of secon- 
dary petty cash funds, advances for traveling, or other moneys 
to be disbursed for the benefit of the firm, it is necessary only to 
ascertain that the advances were actually made and were properly 
authorized. If, however, they consist of I. O. U.’s, or loans, 
(advances for the debtor’s benefit only) the auditor should inquire 
into the custom of the firm in this respect, and see that the heads 
of the concern are familiar with the circumstances. 


The auditor will examine any cheques on hand that may have 
been cashed out of funds in the hands of the cashier, giving 
special attention to the names of the makers of the cheques, dates 
and location of the banks on which they are drawn. If these 
cheques are signed by the cashier, they do not differ in character 
from cashier’s I. O. U.’s and are ground for suspicion that the 
cashier has made up a shortage by filing his own cheque. Wher- 
ever cheques signed by the cashier, or any officer or employe 
of the company, are presented as part of the cash balance, the 
auditor should endeavor to trace them to final payment through 
the bank. 

This should not lead the auditor into pettiness. If an employe 
owes fifty cents because he could not make change, it is not neces- 
sary to see the president about it. The auditor must use some 
discretion. Perhaps there is a bad coin—if there is, the auditor 
may tell the cashier, but it does not justify any faultfinding. 


163 











The Journal of Accountancy 


The auditor should recognize that cashiers, especially if unused 
to audit examinations, may be sensitive; and care should be taken 
not to adopt the attitude of a detective. 

After verifying cash on hand, the auditor should not lose track 
of the little red figures which he noted on the petty cashbook 
until he has vouched the petty cash, both as to receipts and 
disbursements up to the date of the count, and checked it to the 
ledger or general cashbook as the case may be. He should, before 
finishing his schedule, see that it agrees with the balance of petty 
cash as shown by the books at the date of audit. Such an agree- 
ment may take the following form: 

THE STEEL MANUFACTURING COMPANY 
Cash Audit September 30, 1916 
September 30. Balance $142.16 








Counted October 13, 1916 


9:30 A. M. October 3. Petty cashbook—Dr. $1,863.41 

ea > “  —Cr. 222.34 

Balance $1,641.07 

Count: 
Currency notes $1,200.00 
Cheque—Standard Oil N. J. 220.00 
Vouchers 63.80 
Advances: 8 cents short 

To travelers 35.00 
Coin 122.19 
$1,640.99 

Ledger balance, September 30th $ 142.16 

Receipts—to October 13, 1916 1,721.25 

$1,863.41 

Payments to October 13, 1916 222.34 

Balance October 13th, as above $1,641.07 
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Such a shortage as that shown above should not be criticized, 
since the most careful cashier may have such a difference if his 
accounts be verified without notice. 

The balance at the date of audit, if it be not the same date 
as the cash count, should be compared with the ledger. 

Note that the receipts ($1,721.25) between September 30th 
and October 13th are probably amounts withdrawn from the bank, 
and that unless the bank account is agreed at October 13th the 
auditor does not know how much cash should have been taken 
up as receipts. 

After agreeing petty cash the auditor may take up the bank 
accounts. If the accounts are consistently audited at short inter- 
vals the last agreement of the account is to be taken as the starting 
point. 

The canceled cheques are obtained and compared one by one, 
first with the list of outstanding cheques at the last audit and 
then with subsequent cashbook entries. As the entry of each 
cheque in the cashbook is agreed with the canceled cheque the 
auditor should stamp the cheque with his rubber stamp and make 
on the cashbook a checkmark to indicate that the cheque has been 
inspected. The inspection of the cheque is to include (1) agree- 
ment of amount and of payee’s name with cashbook entry, (2) 
inspection of signature, (3) verification of the fact that the 
cheque has passed through the bank. It is also desirable that the 
later cheques be scrutinized to see that they were passed through 
the bank prior to the date of the bank certificate. 

When the auditor commences to verify the bank accounts it 
may happen that the last batch of canceled cheques has not yet 
been received from the bank—indeed, if the work be taken up 
promptly on commencing the audit it is inevitable that a few days 
will elapse before the bank returns canceled cheques up to the 
date when the audit begins. In such cases the auditor will check 
canceled cheques to the books up to the point at which the bank 
last balanced the account. He should, before returning the books 
to the cashier, take off a list of cheques outstanding at that point, 
using this list when the last of canceled cheques is returned. 
If this be not done the cashier may imitate the auditor’s check- 
mark, placing it against entries of cheques that have not been 
paid or that have been paid to improper payees. 
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In making the bank agreement the auditor should ask for the 
cashier’s agreement, which will assist in the work; but the 
cashier’s agreement must not be used for any purpose except to 
check the successive steps taken by the auditor in making his 
own agreement. 

It is usual for banks to furnish, on request, certificates showing 
the balance to the credit of the depositor. Such requests must 
be signed by the depositor or his agent, but should be mailed by 
the auditor personally, and the bank’s certificate should be 
mailed direct to the auditor. 


When completed, a bank agreement may appear as follows: 





Bank September 30, 1916 
Balance per cashbook and ledger September 30, 1916 $26,000.05 
Receipts—September 30th to October 13th 116,200.00 
$142,200.05 
Payments—September 30th to October 13th - 89,000.00 
Balance October 13, 1916 $ 53,200.05 
Cheques outstanding October 13, 1916: 
No. 1863 $ 2,600.00 
1912 80.00 
1913 333.33 
1914 250.00 
1915 116.81 
$ 3,380.14 
Cashbook balance 53,200.05 
$56,580.19 
Interest to September 30, 1916, 
not credited on books 386.00 
$56,966.19 
Bank charges, not yet taken up 3.1 


$56,963.09 Bank certificate, 
“see October 13, 1916. 
In addition to vouching the payments with canceled cheques 
the auditor should compare deposits with cashbook receipts. The 
reasons for this are many; the cashier may be withholding tempo- 
rarily funds that should be deposited, using the funds for specu- 
lations for his own profit; the account may be short, and the 
cashier may have borrowed money to bring the balance up to the 
proper amount at the date of audit ; the cashier may have deposited 
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receipts of the last few days without entering them as receipts 
in the cashbook, thereby making good for the time being an 
existing shortage. 

When checking deposits with receipts the procedure will 
depend partly upon the form of books. If the cashbook have a 
column showing separately the individual deposits, and if this 
column can be footed and agreed with the total receipts, it is 
necessary only to check bankbook deposit entries with corre- 
sponding cashbook entries, observing that the total for each day 
corresponds with the receipts for that day. 

Deposits are usually made daily. If no deposit column exist 
in the cashbook it may be necessary to foot each day’s receipts 
separately, and compare with the corresponding bank deposit. 

The deposits of the last few days must be specially scrutinized 
and agreed with cash receipts shown by the cashbook. This is 
necessary to prevent kiting of cheques and to detect deposits 
hurriedly made to cover previously existing shortage. 

Auditors should never count cash on hand nor have the bank 
account balanced during banking hours. Bank certificates should 
be “at close of business” on the day selected for verification, the 
cash on hand being counted either after banking hours on that 
day or before the opening of banking business on the next day. 

When cash is verified notes receivable should be examined 
and listed simultaneously. These notes should be considered in 
the same way as cash on hand. 

The notes should be listed thus: 

No. Name of drawer Date Duedate Amount 

After listing the notes the list should be compared with the 
ledger, to ascertain that the notes were duly debited to the notes 
receivable account, and that they have not been paid. The 
existence of a note does not necessarily prove that a firm can 
properly take it up as an asset. Frequently old worthless notes 
exist, which have been written off. Clerks can fabricate notes 
which auditors cannot distinguish from genuine notes. But if 
the books show such notes to have been received in the usual 
course of business, and credited to what appear to be genuine 
customers’ accounts, the auditor is justified in taking them up as 
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assets. This is especially true where the cutomers’ accounts 
show notes to have been given previously, and to have been met 
at maturity. 

The note schedule must be agreed with the ledger balance at 
the nominal date of audit. This agreement may take the following 
form: 


Notes Receivable 


Balance September 30, 1916 $20,000.00 
Paid since to October 13th: 
No. 8— $2,000.00 


* —13— = 2,000.00 4,000.00 
$16,000.00 

Notes received since, to October 13th: 
No. 263 1,000.00 
Balance October 13th, per list - $17,000.00 


Against the entries on the auditor’s schedule the word 
“examined” should be written as the notes are inspected. 

The auditor should not only list overdue notes but in cases 
where a series of notes is given, a part of which has matured, he 
should ascertain that the matured notes have been met. If they 
have not been met, it is fair to presume that subsequent notes, 
even although they are not overdue at the date of audit, are of 
doubtful value. 

To summarize this part of the work, the auditor should: 
1—After banking hours of the day upon which the bank verifi- 

cation is to be made or before banking hours of the follow- 
ing day, 
Count cash on hand 
List unentered vouchers 
Ink in petty cashbook the debit and credit footings 
Make schedule, reconciling with balance at nominal 
date of audit, as shown by ledger 
Inspect notes receivable 
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2—Send to banks applications for certificates, having the bank 
accounts balanced and canceled cheques returned. Mail 
the applications himself. Have the certificate sent direct 
to the auditor. 

3—Check canceled cheques to cashbook entries (sometimes it is 
advisable to check the chequebook stubs, and compare stubs 
with cashbook. ) 

List outstanding unpaid cheques. 

Reconcile cashbook balance with bank’s statement. 

Compare deposits with cashbook receipts, not with lists of 

deposits in chequebook stubs. 

4—Having prepared schedules during this work, if any discrep- 
ancies appear take them up first with your senior account- 
ant. If you are in charge of the work, ask for explanation 
from the employe concerned unless you have reason to 
suspect dishonesty. In the latter case, if you cannot 
consult a senior, take the matter up with the head of the 
office in which you are working, carefully avoiding any 
direct suggestion of dishonesty. While thus avoiding 
offense to clients, do not accept any explanation that is not 
absolutely convincing. : 

Certain special features of cash verifications should be consid- 
ered here. 

Among the items “cash on hand” may be cheques which have 
been cashed out of funds on hand. These cheques may be 
signed by employes or officers of the company, in which case 
they do not greatly differ from I. O. U.’s; they may be of old 
dating; and the auditor should take care to pass no undeposited 
cheques without ascertaining and recording their true character. 

Where cash sales are made the amount of cash sales not yet 
entered (which may usually be obtained from a cash register) 
should be added to the cash shown by the regular cashbooks. 
There may also be unclaimed wages on hand, in which case the 
auditor should verify the amount. He should inquire into the 
method of handling unclaimed wages, and report to his senior any 
looseness in this respect. 

Where country banks are concerned, the hours at which cash 
and bank verifications can be made differ from those which can 
be used in case of city banks. Many country banks keep long 
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hours, sometimes remaining open for business until 5:30 P. M., 
but these banks frequently consider the “close of business” to be 
the hour at which cheques received from other banks are cleared. 
Where these banks are involved it is especially necessary for the 
auditor to see that all deposits credited during the last few days 
are the same as the amounts received through the cashbook. If 
this be not done, a shortage may be covered by a deposit in one 
bank of a cheque drawn on another but not recorded on the 
books. 


Where receipts of one day do not come into the cashier’s 
hands until next day, so that receipts of the last day of the month 
are not deposited until the first day of the next month, a verifica- 
tion made at a later date is defective, even though there be no other 
cash on hand at the end of the month. The best possible verifi- 
cation can be had only when there is no cash on hand uncounted ; 
but occasionally it is necessary, in the circumstances referred to 
above, to accept a verification of bank and cash as of.a given date, 
and to add subsequent receipts in transit at the time of the cash 
count. In such cases special care is to be exercised in agreeing 
daily deposits for a few days before and after the date of the 
verification with cash receipts as shown by the cashbook. 


Where notes receivable exist it may happen that some of them 
have been lodged with banks for collection. The usual practice 
is to lodge with the bank at the end of the month all notes falling 
due during the next month. Banks almost always acknowledge 
these deposits of notes, and if the total amount be comparatively 
small an inspection of the bank’s receipts for the notes should 
suffice. As the notes might possibly be withdrawn from banks 
before maturity and sold or pledged for loans, it is preferable, 
where the amount of the notes is large, to obtain from the banks 
an acknowledgment, as of the same date as the bank verification, 
of the notes held for collection. 

Some notes are secured by deposit of collateral. If the notes 
so state, the collateral should be inspected. If, however, the notes 
do not specify that collateral has been deposited the auditor is 
dependent upon such information as the client may choose to 
give, and should certify only that certain specified collateral was 
seen, and not that all collateral deposited was inspected. 
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Auditors should ascertain when they verify notes receivable 
and cash whether any accounts or notes have been pledged for 
loans and should ask if any inventory or other assets have been 
pledged. It is not always possible for the auditor to ascertain 
these facts positively, but he can usually find out whether it has 
been the custom of the company to pledge any assets. He will 
be influenced to some extent by the customs of the client with 
respect to making bank loans. Some advances, however, are 
made against accounts receivable, the pledged account remaining 
for business reasons in the name and custody of the pledgor, who 
is under an obligation to report and pay collections immediately 
to the pledgee. 

CHECKING FoorTINcs 

Checking footings is perhaps the most irksome of all the work 
that falls to the lot of young accountants. There is no mystery 
about the footing of a simple column of figures—the work 
expected of an auditor is not limited however to a simple footing. 

Frequently cashbooks, journals and some other books of 
original entry are of the columnar form, some items being posted 
from the totals of columns and some in detail from a sundries 
column. The sundries column may be analyzed and the postings 
made from the analysis. In all such cases the auditor should 
check the footings, not only of the columns but of the analysis, 
the sundries column and summaries from which postings are 
made. It is necessary to see that the totals of the items contained 
in the columns footed agree with the amounts posted either 
directly or through a summary. 

A cashbook or other book may be in the form belew: 


LF A B 
Cash payments 

Douglas Robinson Taxes 226 $120.00 
Insurance 242 68.00 
330 220.00 

$408.00 

Carstein & Co. Commission 330 62.00 
Brown, Green & Co. Books 24.00 
Blank forms 10.00 

Envelopes 63 6.00 40.00 

Carried forward $510.00 
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In this case only column B is footed. But in the entry shown 
“Douglas Robinson” the details in column A are separately posted. 
It becomes necessary to check the footing of the three items 
making up the $408.00, as an error would throw the accounts out 
of balance. The figure $408.00 is the amount of the cheque 
paid, and is verified with the canceled cheque; hence an error 
would probably occur in stating the amount of one of the items in 
column A—these being separately posted. 

Upon verifying a footing the auditor should place under the 
verified total his own personal check-mark—but if the total is in 
pencil no check-mark should appear until the figures have been 
inked in. 

In making verification of ledger footings of open unbalanced 
accounts, especially personal accounts, it is customary for the 
auditor to note in very small, neat, red figures the total up to the 
point verified. It is sometimes possible to write these figures in 
the money column, close under the last line of figures included 
in the total; in other cases it is necessary to put these figures in 
the margin. Where customers’ accounts have many items and 
payments are made from time to time liquidating only a part of 
the items it becomes improper to ink in these red figures in the 
money column, since upon payment of some of the earlier items 
the paid items may be balanced and ruled off, and the red ink 
figures are no longer correct. 


CHECKING AND TESTING PosTINGs 
Checking postings is not to be considered as consisting of a 
comparison of the amounts set opposite certain posting pages in 
the books of original entry and the corresponding pages of the 
ledger. 

It is required that those making the check ascertain: 

(1) that all entries in the book of original entry are carried, 
in detail or in total, both to the debit and credit side 
of accounts in the general ledger 

(2) that ali entries are posted to the proper accounts 

(3) and that all entries are fully understood 

In respect of the first-named requirement it is necessary that 

the assistant who is calling postings from books of original entry 
should call not alone those items that have a posting page set 
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opposite to them, but all items. He should, before concluding that 
the postings on a given page are complete, run over every item in 
the money columns, looking to see that it is posted and checked. 
Modern books of original entry are usually provided with 
columns for the purpose of grouping items of similar character 
so that they may be posted in total. A voucher record, for 
instance, may contain entries similar to the following: 


Vou. Total Office Mate- 
No. Name LF amount expense rials Repairs LF Sundries 
1 Allen & Co. 33 $ 186.20 $ 80.20 $ 26.00 — 74 Plant $ 80.00 
2 Wilson & Co. 139 =. 2, 180.00 — 1,780.00 — 94 Machinery 400.00 
3 Jones, J. J. 226 16.22 _ — $16.22 
4 Bear Spring 64 6.00 6.00 
5 Jackson Co. 229.80 28.00 200.00 =1.80 
$2,618.22 $114.20 $2,006.00 $18.02 $480.00 
322 118 244 266 


The above shows that a creditor’s ledger is kept, the posting 
pages being those in the first column marked LF; that this 
ledger is represented in the general ledger by a controlling account 
on page 322; and that the general ledger contains accounts for 
office expense, materials, repairs, plant and machinery on pages 
118, 244, 266, 74 and 94 respectively. 

The check of general ledger postings should be such as to 
prove that all items have been posted to both debit and credit 
accounts in the general ledger. Obviously all the items are 
included in the total, $2,618.22, posted to the credit of “creditors’ 
ledger.” The debits on pages 118, 244 and 266 are clear enough; 
the auditor must see that all the items in “sundries” column are 
posted separately to the general ledger, and that the items included 
in the totals of the other distribution columns are not posted 
separately. 

If the voucher record runs many pages between monthly totals, 
and if there are many items in the sundries column, the inexpe- 
rienced junior may overlook the posting of the totals, or the 
agreement of the totals posted to the debit side of the ledger with 
the total posted to the credit side. This should be looked to— 
it is important. 

It has been stated that the auditor must understand the 
entries. When an item has been posted to a given account the 
auditor has not properly checked it unless he knows the nature 
of the amount to which the item has been posted and the nature 
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of the item. After the checking is done the auditor should be 
prepared to stand an examination as to the nature of every 
account in the ledger. If he could not pass such an examination, 
how could he tell that items were properly posted? Few juniors, 
however, are able to state for every item in their trial balances 
the exact nature of the account represented. 


Do not fall into the habit, when calling postings, of looking 
only for the posting page in locating items. The page is fre- 
quently the most prominent mark by which to find items, but you 
should never forget to see that the item really belongs on the 
page to which it is posted. 

The procedure best adopted to economize time is for the 
assistant who has the book of original entry to call the first ledger 
page occurring in his book. The second assistant finds and 
checks the item in the ledger. If the ledger account has very 
many items from the same book of entry the ledger assistant may 
call the items to the assistant having the book of original entry 
until that ledger page is cleared. The second assistant then goes 
back to the beginning of his book and calls the next ledger page. 
Where ledger accounts have but few entries it is waste of time 
and effort to try to clear them at once; and the second assistant 
should continue to call postings in rotation so as to clear the book 
of original entry until another ledger account of many items is 
reached. 

Check-marks for postings in every case should be made close 
to the “posting folio” or posting mark made by the bookkeeper 
when the items are first posted. Do not make the check-marks 
in such a way that they can be mistaken for marks made with a 
different object. 

If an item occurs with a wrong folio or without a folio do 
not imagine that because it is one item out of a thousand it may 
be passed—that item is the very one that you should check. 

In the worst books you will find 99% of the items correct— 
you are after the 1% remaining. 

In testing postings no object is served by checking to the 
ledger indiscriminately some of the entries in other books. 

The auditor should, in making a test, select a section of the 
book of original entry and see that every item in it, without ary 
exception whatever, is properly posted. He should then select a 
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section of the ledger or certain accounts in the ledger and see that 
every item in them is in agreement with the books of original 
entry. In this way he will obtain evidence to show that all items 
in the books of original entry are posted to the ledger, and that 
all entries in the ledger are obtained from the books of original 
entry. That is what he wants to know. 


It is of no value, however, to know that some items in one 
book agree with some items in another. No one ever doubted 
that. 


When a senior instructs a junior to check postings, say of 
the journal to the general ledger, he usually arranges for two 
assistants to work together. They may often have to do this 
work for several days without intermission. They should sit so 
that their voices are clearly heard one by the other without effort. 
Loud calling of postings is not only extremely fatiguing to the 
throat if long continued, but is offensive to the other occupants 
of the office. The two assistants should change places from time 
to time so as to divide the burden of constant calling. A low 
clear voice should be cultivated, and the assistant calling should 
watch the assistant who is at the ledger so as to facilitate his 
work. Thus, if the assistant have an item in the journal like 
this 

Insurance 126 $189.00 
To Aetna Co. 66 $180.00 


he calls “One twenty-six, insurance,” and then waits till his 
associate has found the ledger page, then adds, “Debit one hun- 
dred eighty dollars.” The ledger assistant should signify assent, 
usually by saying “Yes,” or “Checked,” or “Um,” or something 
like that. Some assistants just grunt a little. 

If the assistant who is calling should at once say “Insurance, 
page 126, debit one hundred eighty dollars” the ledger assistant 
will probably forget the amount by the time he has found the 
page and a little conversation may follow about like this: 

“How much did you say?” 

“One hundred and eighty dollars.” 

“Debit or credit ?” 

“Debit.” 

“Oh! Why didn’t you say so before?” 
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All of which wastes time, wears on the temper, and makes the 
throat dry, especially if it occurs several thousand times in a 
single audit. Some accountants, in these circumstances, check 
amounts although they do not clearly remember the figures called 
to them, fearing, perhaps, that they will be thought stupid. Such 
checking is worse than none. 

Let the junior stand aside and watch two other juniors check- 
ing postings, having in mind the foregoing remarks—he will then 
realize the amount of energy that may be wasted in this work. 


VoUCHING ENTRIES 


Vouching falls naturally into several classes, somewhat as 
follows: 

Vouching payments with receipts 

Vouching payments with cheques—ordinary 

Vouching payments with voucher cheques 

Vouching purchases with original bills 

Vouching capital additions with original bills 

Vouching petty expenses 

Where payments made through the cashbook are posted direct 
to expense accounts—not passed through a voucher record—it is 
frequently necessary to vouch the payments with invoices as well 
as with canceled cheques, especially if the canceled cheques be 
not of the form called voucher cheques. 

In such cases the auditor should see that the invoices are 
made on the printed forms of the firms from which the purchases 
are made, not on any form made up in the office of the client 
whose accounts are under audit. Upon verifying an item a 
vouch mark should be placed upon the cashbook-over the item 
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checked, thus $1,863.24. 

When the work is begun the auditor should not leave it until 
it is finished up to a given point, and he should.make a record of 
all items up to that point for which the vouchers are missing. 
If this be not done the office staff can imitate the auditor’s mark, 
and thus cover any items that they know to be improper. 

Vouchers may be filed in the order in which they appear in 
the cashbook; in that case the work will proceed rapidly. Often, 
however, the invoices are filed in alphabetical order, and in such 
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cases the page on which they are entered or the consecutive 
cheque number may be noted upon them, and will assist in finding 
the entries. The vouchers themselves, if used where the cheques 
are not voucher cheques, may be receipted. If it be the custom 
of the firm to obtain receipts, the auditor should note any items 
not receipted, but the custom of using the canceled cheque as a 
receipt is growing and appears to have caused no losses. 

Where the cheques are made out to “Cash,” to an employe, or 
to any name other than that appearing on the original invoice for 
the goods purchased, a receipt from the supplier, on his own 
stationery, should be produced. 

If the cheques used be voucher cheques, the examination of 
original bills for expense items is less important. It is usually 
sufficient to see that the cheques are made out to the proper firm, 
all properly approved, and have been passed through a bank. The 
auditor will not know the signatures of the endorsers, but the 
banks do know them and pay to others than the proper payees 
only at their own risk. 

Where vouchers are filed alphabetically it often happens that 
the auditor can save time by checking vouchers direct to the 
expense accounts in the ledger or subledger. For instance, if the 
expenses are posted from the cashbook item by item, either to 
the ledger or to a subordinate record, and are classified in such 
ledger or record, all the bills of a given firm, filed together, are 
likely to apply on one class of expense. This is particularly true 
of the expense accounts of stockbrokers, banks, etc. 

The need for vigilance in examining vouchers to see that they 
have not been falsified is obvious; but, in addition to looking for 
alterations, etc., the auditor should keep in his mind the normal 
requirements of a business such as the one under examination, 
and should question any disproportionately large disbursement 
that may be found. Thus, if it be found that postage bills are 
largely in excess of the amount of preceding periods, or if petty 
disbursements for cigars, liquors, etc., occur, the auditor should 
quietly investigate. 

In vouching purchase records with original bills the auditor 
should look out for duplications. Frequently firms send in bills 
in duplicate, and many instances occur where both copies are 
entered separately. Bills should be approved as to quantities 
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received, prices and classification. On commencing voucher work 
if the auditor does not know who is entitled to approve bills, he 
should first inquire, and if possible see a specimen of the signa- 
tures of the persons approving. 

Usually it is necessary only to see that the amount of the entry 
is supported by the vouchers; but in case of bills for merchandise 
constituting the principal items of the trading accounts it may 
also be requisite to check the quantities entered. 


Upon verifying each item the auditor must place the “V” 
vouch mark just over the amount verified, and stamp his audit 
rubber stamp on the voucher. This should be so done that it 
covers a part of the original bill that could not be cut off without 
spoiling the invoice. If there be a long space below the items on 
the invoice and the auditor stamp in this space, the stamp mark 
may be cut off and the voucher submitted again to justify another 
entry. 


During this checking work, vouchers for capital additions will 
pass through the hands of the auditor, and he should remember 
that additions to permanent assets must be listed and described 
in his working papers. If the additions for the period be few it 
is best to note details of the purchases at the time the vouching 
is done, so that the vouchers need not be gone over again. But if 
capital additions be very numerous it may be best to leave the 
schedule work, and to go over the vouchers again. This latter 
plan is best where many additions are purchased from one or two 
firms and the invoices are filed alphabetically. 


Petty expense vouchers (petty-cashbook) are more subject to 
falsification and to abuse than any other vouchers. Such falsifi- 
cations represent petty stealing, sometimes of cash, sometimes of 
stamps, sometimes of merchandise. If a firm purchase for its 
own use articles that are suitable also for private use the principal 
safeguard is the approval, noted on the vouchers, of some one 
other than the person disbursing the money. 

Purchases of postage stamps and some other articles are not 
covered by vouchers signed by outsiders. If the voucher be 
signed by one office employe it should be approved by another— 
preferably a person of high standing in the office. Carfares, 
overtime pay to clerks, allowances for meals, traveling expenses 
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—all are covered only by vouchers prepared in the office. All 
should be covered by proper approvals, and should be watched to 
detect alterations after approval. 


Before leaving the subject of vouching it may be well again 
to urge the auditor to take the trouble to understand what the 
transactions really are. All the knowledge you can pick up from 
the vouchers will be wanted later in the audit. You should know 
what the insurance bills represent, what the credits for insurance 
return premiums represent, and where they are credited, so that 
when you value unexpired insurance you will not overlook reduced 
rates covered by return premiums. 

If the junior be told to vouch the cash payments with receipts 
he will be given the book and shown where to find receipts. He 
should start working steadily, not wasting time at the beginning 
on microscopic matters, or he will have to hurry the work at the 
end. He should not hesitate to ask the cashier to show him just 
how the book and vouchers are arranged, and to explain any 
means that might exist of locating readily any voucher required. 
If the voucher record is to be vouched the invoices, in all prob- 
ability, will be arranged in the same order as that in which the 
entries appear in the book. 

Where one person works alone in vouching, he may find it 
best to compare a batch of vouchers, putting his vouch-mark on 
the book, and stamping with his rubber stamp when the batch is 
finished. If he do this he must take care not to stamp vouchers 
that have been overlooked in checking the book entries. When 
the vouching is done a list of items, the vouchers for which are 
missing, is prepared. This list or a copy of it is to be submitted 
to the clerk having charge of the vouchers, so that he may produce 
any voucher not found by the auditor. If such a clerk should 
find that a voucher reported as missing actually bears the auditor’s 
rubber stamp imprint he is likely to consider the work done by 
the auditor as worthless. After making up the list of missing 
vouchers the auditor who has worked alone should go over the 
file of vouchers to make sure that none of those listed is present. 

If two persons work together on the vouching one should 
stamp the vouchers while the other checks the entries in the 
books. In this case there should be no risk of stamping vouchers 
that are not marked off on the books. 
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TAKING TRIAL BALANCES 


As a general rule the books will be balanced and trial balances 
prepared before the auditor takes up his work. These trial 
balances, however, must be checked with the ledgers and the 
auditor should not fall into the error, after agreeing the trial 
balance with the ledger, of accepting the balance shown by the 
controlling account as the amount of accounts receivable or 
accounts payable, as the case may be. It is almost always the 
case that the customers’ ledger contains credit balances and the 
creditors’ ledger debit balances—these may be large in amount, 
and cases have occurred where companies wishing to improve 
the appearance of their balance-sheets have carried many large 
debit accounts in their creditors’ ledger, thereby apparently reduc- 
ing heavily by equal amounts the quantity of accounts receivable 
and accounts payable. The auditor should add to accounts receiv- 
able all the debit balances in the creditors’ ledger and should add 
to accounts payable all credit balances in the customers’ ledger, 
unless these balances are offset by corresponding balances on the 
other side in other ledger accounts of the same firms. 

This intermingling of debit and credit balances in customers’ 
ledgers is particularly notable in the case of accounts with moving 
picture exhibitors. In certain accounts, the balance due from 
customers, as shown by the controlling account, is less than one- 
third of the total debit balances, the difference being made up 
of amounts paid by other customers in advance. In all such 
cases the statements prepared should show as accounts receivable 
the total of the debit balances and show on the other side of the 
balance-sheet as advanced deposits the amount of the credit 
balances. 

Where debit balances are found in creditors’ ledgers, the 
auditor may find that they are set up by charging to the creditor 
cash paid to him for goods which have actually been delivered 
but have not yet been put through the books. This has frequently 
been the means of detecting purchases which have been omitted 
from the accounts. It has also occurred that credit balances to 
customers have on investigation shown that customers have paid 
for goods which they have duly received that have been omitted 
from the sales accounts, either intentionally or by accident. 
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It will be clear that the discounts to be allowed on accounts 
receivable may be computed on the total debit balances and not 
on the net balance of a controlling account, especially if the 
credit balances represent either cash payments by customers in 
advance or credits for goods purchased on which discount is not 
receivable. 

In making these trial balances it is usual to dissect the accounts 
so as to show the amount overdue. No hard and fast rule can 
be given for separating overdue accounts from those which are 
not overdue. In each case the customs of the trade and the 
arrangements of the firm under examination must be considered. 
In some businesses, such as raw and spun silk, the dating is 
arranged with the customer for each purchase, and a note of such 
dating is usually put in the ledger. The arrangement in such 
cases may be that the customer can take 90 days receiving no 
discount, or 60 days receiving 1% discount, or cash within 10 
days receiving 2% discount. Such an account would not be 
considered overdue unless the date had passed at which the 
account became due without discount, and the bald statement that 
an account is overdue is not sufficient. 

Working papers should contain trial balances showing all the 
customers’ accounts if possible and should show for each account 
of which any part appears to be overdue, the amount over 60 days, 
the amount over 90 days and the amount over 6 months old. 
These periods may be varied if the customs of the business demand 
it. The manager of the clients’ office or the credit-man should 
then go over the list of overdue accounts prepared by the auditor 
and should add his comments as to ultimate collectibility, and if 
possible should estimate the amount of reserve needed to provide 
against bad debts which may reasonably be anticipated. This 
estimate is, of course, only advisory, and the auditor is not bound 
by it. 

Where bad debts have been written off, the auditor should 
ascertain that the insolvencies really have occurred, either by 
examination of correspondence or in some other way. If book- 
keepers or cashiers are permitted without supervision to charge 
off as bad any accounts which they may claim to be uncollectible, 
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it is possible for them to collect and appropriate without detection 
the proceeds of accounts with firms that discontinue business with 
the client. If accounts are stated to be in the hands of attorneys 
for collection that fact should be verified if possible, either by 
examination of correspondence or by direct inquiry of the attor- 
neys in question. 


Of course in every case the working papers at every exam- 
ination should contain a complete copy of the trial balance of the 
general and private ledgers. 


VouCHING CAPITAL ASSETS AND ADDITIONS THERETO 


Where periodical audits are made it is usual to prepare balance- 
sheets annually or semi-annually. For this purpose it is neces- 
sary, having originally verified the capital assets, only to vouch the 
additions for the period since last balance-sheet. This vouching 
is not limited to a comparison of items with original invoices; it 
implies also scrutiny of the character of the items to ascertain 
that items properly chargeable to expense are excluded. 


If the accounts under audit are so kept that there is a depre- 
ciation reserve set up, intended to cover both depreciation of 
existing assets and renewals of discarded items, it is necessary 
to see that replacements are charged, not to the asset accounts but 
to the reserve. 


The procedure is to list, from the ledger and auxiliary records, 
the additions, showing date of purchase, name of supplier and 
amount; then to examine the original bills and to note on the 
schedule, from the original bill, the character of the asset. 

In making these notes do not rest content with a blind copy 
of the details appearing on the bill. It may be a purchase of an 


automatic screw machine, and in conformity with trade custom 
may be described on the invoice thus: 


1 auto No. 17633—Model B—with jackshaft $9,000.00 


The bill head on which it is printed will show that the article 
is not an automobile, and may show just what the machine is. But 
a person examining your schedule, not having the bill, could form 
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no idea of the real character of the purchase. The entry on your 
schedule should appear somewhat as follows: 
June 3—Cincinnati Mill Mach. Co. 

$9,000.00 Automatic Screw Machine 


Model B 
The general form of the schedule may be— 
Machinery 

Balance last audit (Jan. 1, 1915) $273,000.00 

Additions, as below 22,000.00 
$295,00c 00 

Returned and discarded items 1,100.0) 
$293,900.00 


It is often desirable to note on the schedule the amount of 
depreciation reserve provided at the beginning of the period under 
audit and also the amount added during the period. 

Where additions to plant are constructed by the employes of 
the company whose books you are examining you are to some 
extent at the mercy of the company. You should inspect original 
payrolls to see that the employes whose time is charged to con- 
struction were originally recorded as working on construction. 
If the company has not so separated the wage accounts, the 
auditor should ascertain and state on his schedule the grounds 
upon which the charges to construction were made. He should 
see that the wages so charged are not widely inconsistent with the 
materials used for construction and the finished asset. 

Land is usually covered by land purchase contracts and evi- 
dence of payment (canceled cheques, etc.). It is possible to 
inspect official records of ownership, kept by county clerks, etc. , 
but the auditor is not expected to make such examinations unless 
there be a special reason. 

Buildings, if constructed by outside firms, are usually covered 
by (1) contract with builder; (2) receipts for money paid on 
account; (3) canceled cheques; and (4) architect’s certificates. 
Nos. 3 and 4 are the most satisfactory evidence. If the buildings 
are purchased complete the evidence will be the same as in the 
case of land, 
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If the examination is not one of a series of periodical audits, 
it may be necessary to vouch, as far as possible, all the fixed assets 
of the company. If at any recent date the company has had an 
appraisal of its plant made by appraisers of good standing the 
appraisal may be taken as a starting point and subsequent addi- 
tions vouched with original bills. If no such appraisal has been 
made the most convenient procedure is to make first a schedule of 
the account as it appears in the ledger, noting posting pages, etc., 
for convenience in finding the original entries; then refer to the 
original entries and make sub-schedules, finally vouching the sub- 
schedules with invoices. These schedules may appear as below: 


Machinery per ledger 
1912 Jan. Voucher record page 18 $ 1,123.00 


Feb. do 29 9,800.00 

Mar. do 42 62.00 

m Cash 122 100.00 

$11,085.00 

Sub-schedule—M achinery 
Voucher Record—p. 18 (Details from bills) 
Cincinnati Mill Co. $1,100.00 Radial drill 14 spindle 

Apex Fire Extinguisher Co. 23.00 1 doz. hand extinguishers 


$1,123.00 


In vouching items several years old the auditor must be reason- 
able in his demands for vouchers. If bills can not be obtained 
look at the canceled cheques. If much depreciation has been 
written off the importance of items is correspondingly decreased. 
Thus, if 10% per annum be provided as a reserve, assets pur- 
chased eight years ago stand only at one-fifth of their original 
cost. 

Although a firm may wish to strain a point in stating the 
value of its plant, it is not very likely that preparations therefor 
would have been made several years ago, especially if the accounts 
for the last two or three years have been properly treated in this 
respect. 
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There are certain classes of capital expenditures that are not 
usually provided with a depreciation reserve, but are reduced 
each year by deducting from the asset account the amount of 
depreciation. This includes office furniture, fixtures, costumes, 
scenery, properties, etc., in theatres and moving picture studios, 
small tools and other assets that consist of a large number of 
small items with frequent replacements and frequent destruction 
of individual items. In such cases the auditor should see that the 
net value from year to year increases only according to the exten- 
sion of the business, if an extension occurs. 

If expenditures are made in another part of the country for 
furniture, etc., and the original bills are kept at the distant office— 
the home office putting the expenditures on the books on the basis 
of reports from the branches—the auditor may accept such entries 
for a limited amount of furniture, etc., but not for capital expen- 
ditures of more substantial character. The amount of furniture, 
fixtures, etc., that can be passed on the basis of branch reports is 
to be decided according to circumstances in each case. Thus, any 
moving picture rental branch in a city of 250,000 people must 
purchase $1,000 to $2,000 of furniture, fixtures, machines, etc. 
Out of this sum perhaps $500 to $1,000 may be represented by 
machines and typewriters shipped from the head office. The 
balance may be passed by the auditor without vouchers other than 
branch reports. 

CHECKING INVENTORIES 


As to Prices: 

In case of merchandise manufactured by the client the prices 
should be checked or tested with the cost accounts. The methods 
used in making up the cost accounts should be examined and 
noted on schedules. If the cost accounts are so kept as to corre- 
spond in total with general ledger figures the examination of 
method used need not be so exhaustive as in cases where the costs 
are made up each independently, without attempting to balance 
total costs with ledger totals. 

In any case the cost per unit of material should be verified with 
original bills, care being taken to see that trade discounts are 
deducted from nominal prices. 

Where the inventory consists of purchased merchandise, the 
auditor should examine original bills, using the precautions spoken 
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of before in respect of trade discounts, and should look out for 
old, damaged or obsolete stock. He should particularly guard 
against the inclusion as regular goods of merchandise returned by 
customers. Such merchandise was presumably deficient or it 
would not have been returned. Cases have been met where 
returned merchandise was taken into inventory at the price 
charged to the customer, the return appearing in the purchases as 
though bought in the regular way. 

It is sometimes necessary to take into consideration in connec- 
tion with the inventory, not only the current market prices, but 
any commitments which the firm may have, either to buy or to 
sell merchandise. 

This is particularly important where the merchandise is 
brought from foreign countries, and especially where, as in the 
case Of silk, bristles and some other Oriental merchandise, the 
supply is irregular and concentrated in certain parts of the year. 
The inventories of raw silk importers invariably need careful 
attention in this respect. 


As to Amount (Extensions and Footings) : 


There is a common practice, where inventories are voluminous, 
of testing inventories by checking all extensions over a certain 
specified amount—say, all items over $50.00. 


As a test to prevent overvaluation, that is not without value; 
but if it be intended to find the true value, as it should be, the 
test should cover a suitable proportion of small items. An item 
appearing as one dollar might be an erroneous extension, the 
correct amount of which was one thousand dollars. Any errors 
whereby an amount was grossly undervalued would be likely to 
escape notice if only the large items were checked. 


It is seldom necessary, in checking an inventory, to carry the 
calculation to the last cent. The labor of checking may often be 
halved, without diminishing the value of the work, by ignoring 
decimals in the price. This is more particularly so where the 
number of units is comparatively small. When it is considered 
that inventory values are nothing more than estimates, supported 
by cost prices, it is clear that small fractional figures are more or 
less arbitrary. The time that would be consumed in checking the 
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utmost decimal places can be utilized to greater advantage in 
covering a larger number of items and in making a more thorough 
test of prices and methods. 

The checking of footings offers little matter for comment; it 
is not unusual, however, to find individual inventory sheets, 
through error, included twice in or omitted entirely from the 
summary. 


MAKING SCHEDULES 


Schedules are divided into two general classes: those repre- 
senting assets and liabilities, corresponding with the balance-sheet, 
and those representing operations, which should be made to corre- 
spond with the profit and loss accounts as made up by the assistant. 
If the examination follows a previous examination made by the 
accounting firm for which the assistant is working, each schedule 
of assets should commence with the balance shown at the last 
examination. It should then detail all additions, giving sufficient 
description to satisfy the mind of the senior as to the character 
of the asset purchased, and should give the name of the supplier 
from whom purchased. 


The schedule should bear at the head the name of the matter 
to which it refers, the date of the audit and the initials or signa- 
ture of the assistant doing the work. 

Although no specific rule can be given as to the size of the 
items to be detailed, the assistant should not make long lists of 
very small items unless he does so for the purpose of showing 
that petty purchases have been included in asset accounts that 
might more properly have been charged as expenses. The size 
of the business and the total amount of assets will be a guide to 
the minuteness with which the individual items should be detailed. 

The asset and liabilities schedules should cover all assets and 
all liabilities carried on the balance-sheet, except that, if no change 
has occurred since the last examination, a single sheet setting 
forth that fact will cover all assets and liabilities in which no 
change has occurred. 

The schedules should be so grouped as to agree with the items 
appearing on the final balance-sheet; that is to say, if an item 
appears on the balance-sheet “Machinery and plant,” and if the 
machinery and plant are scattered through the ledger under a 
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dozen different headings, the assistant will make a schedule for 
each heading and a summary bringing the totals together and 
showing that they agree with the amount appearing on the balance- 
sheet. It is desirable also that the schedules should bear notations 
showing the reserves carried by the company against them. 

Many assistants make useless schedules. Before beginning 
one the assistant should make clear to himself what object he 
intends to serve in making it. We have seen many cash schedules 
showing the receipts and disbursements month by month, or even 
week by week throughout the full period covered by the exam- 
ination. Such schedules serve no purpose. What is required is a 
schedule verifying the amount of cash on hand at the date of audit, 
not a schedule showing all the money that has passed through the 
bank account during the year. Similarly, we have from time to 
time seen schedules dealing with accounts receivable and accounts 
payable in the same manner. Do not pad your papers with use- 
less detail. Do not begin a schedule without first ascertaining 
that data exist to complete it. In cases of doubt refer to your 
senior. : 

Profit and loss schedules are not usually made to cover every 
item in the profit and loss account. Where that account includes 
ordinary expenses on which the assistant does not intend to 
comment and which are not in any way unusual, schedules are not 
generally needed. In making profit and loss account schedules 
covering the many operations of the business, it is desirable to 
show month by month the amounts of sales, purchases, etc., 
because the distribution of business over the several months is 
frequently a matter of much interest and indicates the course of 
the business to a greater extent than a simple statement of the 
amount of business for the full year. 

If a salary schedule is prepared, it is more desirable that it 
should show for one specific period the persons drawing salary 
and the rates of pay than that it should show the amount drawn 
each week without giving the names of the persons drawing it. 
It is frequently required that an auditor submit to the manage- 
ment a list of the salaries paid, especially the salaries of those 
who are employed in the administration of the business. 

While it is not necessary to make schedules for every item on 
the profit and loss account, it is necessary that such schedules as 
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are made should agree exactly with the figures in the profit and 
loss account. In this respect assistants should note whether the 
items in their profit and loss account agree exactly with items in 
the trial balance. If not, they may be made up of a combination of 
items or by a division of items which appear on the trial balance; 
and in either case the working papers should give such details 
that any one taking up the papers at a later date can ascertain 
the origin of the items in the profit and loss account. If adjust- 
ments are made by the accountant in distribution of expenses, they 
should be shown on any schedules that take up those expenses. 


Finally the schedules should be neat and legible and should be 
on some consistent plan. If one schedule is made with the balance 
brought forward from the preceding year and the additional 
items all in the same column with one footing at the bottom, all 
should be made on the same plan. If, however, one follows the 
plan of placing the balances carried forward in a column to the 
right, and then totalling the additions month by month, or for the 
full period in an adjoining column, carrying the total out into 
the same column as the amount brought forward from the preced- 
ing audit, then that plan should be followed throughout. The 
second plan is the better one, inasmuch as it shows the amount 
of additions for the period without making any computations. 
Remember that the schedules must be intelligible to another 
person without the aid of the memory of the assistant who pre- 
pared them. 

When an audit is taken up for the first time, it is the practice 
to go back as far as may be necessary to obtain justification for 
the principal assets and fixed properties carried on the books. 
Where, however, the work of the auditor has been preceded by a 
consistent audit of another auditing firm, the question arises as 
to how far the certified figures of the preceding auditor may be 
accepted. This is clearly dependent on the character and standing 
of the preceding auditors, and assistants should in all cases 
refer, either to the senior in charge or to a partner, the question 
as to what may be accepted on the certificate of other auditors. 
If the question be referred to the senior, he will doubtless refer 
it to a partner. 
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FINISHING THE WorK 


There are certain parts of the work which assistants often 
overlook. In closing the work on any matter, assistants should 
first see that all the work set forth in the programme, or list of 
work to be done, is completed and is duly signed for by the assis- 
tants doing the work. They should see that there are no loose 
papers left in the envelope containing the working papers, and 
should see that all bank certificates are pasted to the schedules 
to which they refer and not put loosely among the papers. They 
should see that all schedules are headed with the name of the 
matter; that they are properly totalled; that they are in agree- 
ment with the exhibits to which they refer; and that they are 
signed by the assistants who made them out. 

Where assistants are instructed to make tests of any work, 
they should state exactly of what the test has consisted. Thus, 
if cash footings have been tested, the programme should show 
that the test has been for certain specific months. If footings are 
to be tested it is not sufficient to say “Tested one-third of the 
footings.” The work programme should show what period was 
covered by the test in question. Where tests of general ledger 
footings are prescribed, the assistant should not include in his test 
any of the accounts that have been analyzed for the purpose of 
making schedules or indeed for any other purpose, since the 
analysis covers the correctness of the ledger footings. If, how- 
ever, in analyzing ledger accounts there are many small items, 
together with a number of much larger ones, and if the account is 
of such a character that the assistant extracts the larger items and 
takes the smaller items in a single figure representing the balance 
of the account as shown by the ledger, the footings should be 
checked at the time the schedule is made up. This may occur in 
merchandise accounts where small charges for freight or express- 
age are posted to the same account as the merchandise purchased. 
This occurs frequently in the accounts of raw silk dealers. In 
analyzing these accounts it is sometimes sufficient to extract the 
purchases and returns of purchases and to assume that the balance 
of the account is made up of such items as telegrams, cables, 
freight, etc., noting, however, that the total of such minor items 
is reasonably small. 
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PERCENTAGES 


The accountant frequently can make his work much more 
valuable to the client by giving intelligent statements of percentage 
costs, percentages of expenses, etc. In making these percentages 
it is too often the custom to waste a great amount of time in 
carrying out the calculation to distant decimal places. It is seldom 
that any client obtains any benefit from decimal figures in a per- 
centage statement beyond the first figure past the decimal point. 
Where figures are carried to two and three decimal places an 
impression is created in the client’s mind that the auditor is nothing 
more than a computing machine. The same remarks apply where 
costs per day, or per ton or by any other unit, are made up. In 
each case the figures should only be carried to a point that is 
really significant. The percentages must be balanced—no excuse 
can be accepted for failure to do this. 


LIABILITIES Not TAKEN UP. 


To some extent the auditor is in the hands of the client in the 
matter of liabilities not taken up. He cannot ever certify posi- 
tively that there are no liabilities which do not appear in the 
accounts. There are certain things, however, that he can do: 
first, he can ascertain that all the expenses which accrue regularly, 
such as telephone, gas, electric current, rent, etc., are taken up; 
second, if the stock accounts of the client are well kept he can see 
that the purchases of stock that have gone into the stock records, 
and either appear in the inventory or in the sales, are duly taken 
up on the books; third, he can examine the records and vouchers 
for the period between the nominal date of audit and the actual 
date of the examination to ascertain whether any items that should 
have appeared as purchases prior to the date of audit have been 
omitted and taken up in the period after the date of audit. Finally, 
he can obtain from the officers of the company their certificates 
to the effect that all liabilities known to them have been placed on 
the books before closing. The auditor should not depend upon 
this certificate as taking the place of an examination by himself 
of such evidence as can be obtained. The certificate is not a 
proof; it is merely a protection to the auditor and should be 
obtained only after the auditor has used all possible means of 
discovering for himself what liabilities were omitted. If the 
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auditor is making a balance-sheet for a client whose accounts 
have not been examined in the past, he should also check the 
amount of liability indirectly by ascertaining first the amount of 
capital actually put into the business and, second, the amount of 
profit earned. From these two he will form a clear idea of the 
amount of capital and surplus that should exist. If large liabili- 
ties have been omitted this indirect method would indicate the 
fact—it would not, however, distinguish between an omission of 
liabilities and an over-valuation of assets. On finding that a 
company shows a net worth that the original investment plus 
normal profits does not justify, the auditor is placed on his guard 
and should immediately take steps to ascertain in what respect 
the assets are over-valued or the liabilities omitted. 


(To be continued) 
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Accounting Features of Public Utility Valuations 
By E. B. WapE 


This article is to suggest or outline briefly the various phases 
of a somewhat specialized line of work in which accountants may 
have opportunities to take important parts in collaboration with 
engineers of reputation and responsibility. 

The work referred is that involved in the appraisal or valua- 
tion of public utilities, including all transportation facilities, all 
gas, electric, steam heat, water, telephone and other corporations, 
subject to the authority of the national, state and municipal com- 
missions which have been established or reorganized in the past 
ten years. 

These engagements usually provide for all matters essential to 
(1) A complete inventory, as of a point of time of all fixed or 

permanent physical property, as well as material and sup- 
plies, tools, shop equipment, furniture and fixtures, vehicles 
and other plant or current assets of a physical nature sub- 
ject to deterioration from use or to subsequent exhaustion 
in operation. 

(2) A determination, if possible, of the historical or original cost 
of the above property, this being usually definable as the 
outlay, whenever incurred, of the company for its then 
existing plant. Superseded investment and expenditures 
on any account are made the subject of special considera- 
tion. 

(3) An estimate of the costs to reproduce new the stated tangible 
property, employing for this purpose prices of material and 
labor as of the date of the valuation or prices effective 
during a sufficient prior period in which the theoretical 
reproduction may be assumed to have taken place. 

(4) Reduction of (3) to an estimated present value by deducting 
an estimated value proportion consumed by use, wear and 
tear or the action of the elements. 

In some cases consideration has also been given to estimates 
for approaching obsolescence and inadequacy but these 
two elements may not be so well foreseen as to justify their 
application in part, prior to actual experience of retire- 
ment from service, in which latter case, such property, 
then definitely obsolete, is included as scrap material, of 
value only in respect of the material of which the items are 
composed. 
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(5) The depreciation is usually determined by a straight line 
method, under which an assumed total useful life is 
assigned the various elements and the value theoretically 
consumed up to the date of valuation deducted or charged 
off, the amount being proportionate to the expired portion 
of the total assumed life. 

In some cases these lives are necessarily estimated without 
definite experience or knowledge, though for property 
having a life of less than 20 years fairly exact experience 
may be secured by research work. 

In some cases there is no effort to determine or apply esti- 
mated lives but instead there is made a direct estimate of 
the condition per cent. or proportion of original value 
remaining for use subsequent to the date of the valuation. 


The purposes to be served by these data are numerous and 
each separate purpose may necessitate variations in method and 
in form. 

In rate cases, for instance, the courts have allowed a return 
to be calculated on certain values which represent large expendi- 
tures by the company for which the ——s gets no title to 
property devoted to its exclusive use. 

In capitalization cases such items may be excluded by the 
commissions and the courts, while in tax cases the same items may 
be considered as franchise charges placed against the company 
through the taxing powers of the commonwealth. 

Briefly the principal purposes may be listed as follows: 

Uniform accounting practice. 

Taxation of franchises or property, rate-making or adjustment. 

Finances, concerning additional or total securities or adjust- 

ments. 

Sales between corporations or to public authority at expiration 

of franchises. 

General information of the corporation, its holding connections 

or the public. 

While a considerable number of these valuation cases have 
been reviewed formally by the commissions and the courts, a 
great degree of uncertainty nevertheless prevails, not only as to 
the elements to be considered but also as to the method of presen- 
tation and the basis of the estimates. 

Hard and fast rules have been fixed to a very limited extent 
only and the whole question of organization, development ex- 
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penditures, going value, goodwill, franchises, etc., remains to be 
settled, though engineering, superintendence, interest, taxes and 
insurance during construction and items definitely attaching to the 
physical divisions have been almost universally recognized and 
applied in varying amounts. The state commissions are not fully 
in accord with each other and in most cases the state commissions 
do not accord with the classifications, rulings, etc., of the inter- 
state commerce commission. 


Undoubtedly this latter is largely because the interstate com- 
merce commission has been concerned with steam railroads while 
the state commissions have had street railways, water and gas 
companies, electric corporations, jitneys, etc. 

One of the first steps in this work is to prepare a family tree 
or chart of the corporate organizations included in the operating 
unit which is to be valued. It is necessary to distinguish com- 
panies operated under agreement or lease, companies wholly or 
partly controlled through stock ownership and companies operated 
as part of the system but controlled by the same holding com- 
pany or another holding company. There are also cases where 
private realty development concerns have made extensions and 
practically donated such property or subsidized the operating 
utility to obtain service. 

The uniform classifications which have been provided in recent 
years are generally admirable in form and in detail but most 
valuation data prepared prior to classifications with reference to 
natural classes and divisions of property did not coincide with 
the later uniform classification. It appears that the classifications 
make unusual and unnecessary subdivisions of certain classes (as 
track structures) while neglecting other equally important classes 
(as transmission system or power plant equipment). 

The application of these classifications to previously accumu- 
lated property and plant or franchise and property ledger accounts 
is a matter of exceeding difficulty in nearly every case and in most 
cases practically impossible without an inventory and valuation. 
While it has been unfortunate that the majority of public service 
corporations made little or no effort to subdivide their largest asset 
account, it is unreasonable to expect that they would preserve for 
decades all the data essential to an intelligent and detailed classi- 
fication of their property accounts. 
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Corporate development has been varied and complicated; 
physical construction has frequently gradually or abruptly changed 
form. If public service corporations had from their beginning 
kept accounts as they did in 1916 our membership in the American 
Institute of Accountants would be much larger. 

Further complications arise, and the potency of the records is 
lessened, by a very common situation for which accountants and 
accounting officials are principally responsible. This is the failure 
to have made, during the course of years, an accounting for 
property retired. It would seem that there was an assumption 
that all units were to be renewed in kind and that this led to an 
utter disregard even of property actually abandoned. 

In too many cases the property accounts were “debt accounts” 
only and in some cases not even a list is available of important 
units damaged, superseded, scrapped or abandoned. 

Judge McPherson of the United States circuit court, in the 
Des Moines water case said: “There can be no true test other than 
the physical valuation, and to such physical valuation there may 
be added certain other items.” 

Thus we have two primary divisions: 

First: Physical value installed, which may be said to include 

Cost of designing, engineering, architects’ fees. 
Cost of purchasing, purchasing department. 
Unit cost of article 
Invoice cost 
Transportation of material 
From factory to city delivery 
* city to storeroom 
“« storeroom to work 
Storeroom cost, including rent, light, heat, clerical 
handling. 
Inspection, assembling, fitting. 
Distribution at the job. 
Installation. 
Transportation of labor and tools. 
Lost time of men and equipment during travel and 
inclement weather. 
Loss of tools and material, breakage and waste. 
Insurance, payroll, fidelity, fire, liability. 
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Paymaster and watchmen. 

Interest during construction. 

Injuries and damages to property or persons. 

Taxes during construction. 

Superintendence. 

Incidentals, whether damages, delays, temporary work, 
accidents, etc. 


Second: Total physical value. 

The “other items” which may be added (and cannot be 
allocated to the various classes and value of purely physical ele- 
ments) may be stated as follows: 





Preliminary corporate expenditures, including fees, cer- 
tificates, permits, easements, financial reports, surveys, 
etc. 

General legal expenditures including retainers, fees, 
salaries, etc., incident to the above and to all contracts, 
bids, etc., and other legal phases. 

General administration expenditures, including 
General officers other than legal departments. 

General office clerks, office rents, etc. 

Development of plant and operating organization. 

Development of business, advertising, solicitation and 
education. 

Going-concern value and goodwill. 

Contractors’ profits, if any. 

Other items of general application to the particular case. 

In this latter section would also fall promotion expendi- 
tures, discounts on securities, costs of financing and 
franchise values. 


To dispose of these non-physical elements or intangible values 
first, it may be stated that these supercharges or overhead allow- 
ances relating to the property as a whole rather than to particular 
portions have been variously contended for and in many cases 
have been allowed in considerable sums. 

Generally the findings and allowances have depended largely 
upon the nature of the evidence submitted and in nearly every 
case, where reasonable presentations have been made, due con- 
sideration has been given to expenditures for bringing the cor- 
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poration into existence and continuing it, under due legal, adminis- 
trative and engineering management and supervision during the 
formative period. 

In the more important instances only little weight has been 
attached by public authorities to the matter of promotion and 
financing expenditures, going-concern value and franchise values. 
It seems that the authorities hold the view that public service 
corporations operating under franchises given by the people can 
have no going-concern value or goodwill, that franchises, though 
sometimes taxable as such, can have no value as against the public 
and that the tendency of some corporations in earlier days to 
“overcapitalize” justifies a disregard of real promotion and 
development costs. 

However this may be, the writer has no intention to criticise 
but merely wishes to point the suggestion that accountants may 
be able oftentimes to support these phases with real demonstra- 
tions from the accounts and with specific facts and figures which 
cannot be lightly brushed aside. 

Reverting now to the physical or tangible costs as outlined on 
a preceding page, the writer is quite willing to admit that con- 
siderable difficulty is attached to the determination of these details 
with relation to a reservoir, a shop or other unit of an inventory, 
especially when the illustrative reservoir or shop was constructed 
during an operating period. Nevertheless, this matter resolves itself 
into one of apportionment, and accounting officers or auditors, 
when proceeding from the logical base and a knowledge of the 
physical conditions, will usually find their distribution methods 
and results approved by the management and accepted by repre- 
sentatives of commissions. 

Looking into the past, however, and with reference to present 
day valuations and supporting data, accountants on valuation work 
are required to dig deep into ancient records, mostly prepared 
before the advent of our uniform classifications. 

Where a job system (under which all or a large portion of 
charges relating to a physical unit or definite proposition are first 
assembled under a job number) has been employed the account- 
ing work in determination of historical cost is very much reduced. 
Even in these cases, however, the accounting records often con- 
tain only direct labor charges and invoice cost of material. Some- 
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times, also, the accounting records under these job numbers will 
contain only new material, only a “betterment portion” or special 
items in which cases they do not represent the inventoried item 
at a point of time but have to be analyzed with reference to 
prior accounts and conditions. Naturally these job records largely 
refer to renewals in part of inventory units or are incomplete in 
other particulars necessary to valuation data comparable with an 
inventory of permanent or installed plant assets. 

These circumstances then require a coordination of the records 
of the accounting department with those of the construction and 
maintenance departments, which, though not useful for ordinary 
accounting purposes, are important for valuation work. 


Many operating companies are continually making extensions, 
adding to or improving the plant and to this work charges are 
seldom apportioned for purchasing department expense, engineer- 
ing department expense or storeroom expense, though in a great 
many cases the highest salaried men in these departments are 
giving most attention to, and taking most interst in, the new rather 
than the routine situations. 

If the company maintains shops of any considerable import- 
ance, an analysis of shop records will develop much valuable 
detail, particularly with reference to equipment which has been 
enlarged, improved, modified or converted. Also a large propor- 
tion of shop overhead in such cases will be chargeable against the 
special rather than the regular work. 

In estimating the reproduction cost or making comparisons 
with recorded costs, much valuable information on prices is of 
course obtainable from the records of the purchasing agent and 
the storekeeper. It is necessary, however, to bear in mind that 
price fluctuations are so great that differences between records 
and engineering estimates are frequently more apparent than real. 

The variations in bids (made by responsible and experienced 
contractors) for building construction are frequently astonishing 
in amount. 

In pricing the inventory for reproduction cost, it seems best 
to consider a weighted average price over a period during which 
the assumed construction takes place. From the records may fre- 
quently be obtained costs per mile, per foot, per cubic yard or 
other unit, helpful in checking estimates, in disclosing unusual 
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and excessive costs or economies. Also from the records may 
often be obtained costs for typical standard construction or varia- 
tions from standard, useful in the same way. The engineering and 
physical identity has to be carefully watched, however, and refer- 
ences made to blueprints, specifications, maps, drawings, etc. 

In the preparation of forms for field notes, for office compila- 
tion and for summaries, the accountant is well qualified to con- 
sult with and advise the engineer. 

In the supervision of the office engineering work, in the dis- 
tribution of the employees, in the preparation of inventories of 
tools, supplies, furniture, fixtures, etc., the capable accountant can 
advantageously assist. 

A careful study of the records will disclose the age and useful 
life of much property. Such information is of value in calculating 
and estimating depreciation or checking depreciation arrived at 
from a physical inspection of the property. 

In conclusion, it may be hoped that this suggests an enlarging 
field of activity for accountants, where their professional training 
and their practical talents may be happily employed in coopera- 
tion with the engineering profession. 











Price-Making and Competition 
By Eart A. SALIERS 


Price-making is an important function in most business enter- 
prises. Haphazard price-making is a frequent cause of insol- 
vency and bankruptcy, especially where competition is active and 
knowledge of costs vague and inaccurate. The price at which a 
commodity is sold must cover the cost of its production plus a 
fair profit. Various factors enter to complicate the problem of 
price-making, such as business customs, changing fashions, credit 
conditions, and so on. These external factors do not enter 
directly into the accountant’s calculations, but they bear directly 
upon the results which he secures. 

Even admitting that costs are accurately determined, the 
method of fixing the selling price is frequently misunderstood. 
It is sometimes advantageous to work in terms of percentages 
rather than of dollars and cents and when this is done care should 
be taken that the meaning of a percentage is fully comprehended. 
It has been estimated that out of every one hundred persons who 
engage in the retail business only five succeed, and this great 
proportion of failures is unquestionably due to the ignorance on 
the part of the participants of capital requirements and of the 
correct methods of calculating profits on what they are able to 
invest. 

In the first place the real cost of conducting a business is apt 
to be overlooked through the failure of the small enterpriser to 
possess more than a vague and shadowy comprehension of the 
more intangible elements of cost, which come under the head of 
contingencies, depreciation and so on. Items of expense for 
which immediate payment must be made, such as rent, heat, light, 
wages, advertising, insurance and freights are usually accounted 
for with a fair degree of accuracy, but not so those of a more 
indefinite character, such as the unavoidable depreciation of stock, 
fixtures and real estate, as well as depreciation of stock resulting 
from overbuying or errors in buying, losses caused by dishonest 
employees, bad debts, losses on special sales, etc. 
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Not only is there a likelihood that the merchant will under- 
state his costs of doing business; he frequently adopts the erro- 
neous policy of calculating his profits on cost instead of selling 
price, with the result that a policy which is in itself wrong is 
aggravated by understating the costs upon which the profits are 
figured. 

Merchants are more inclined to neglect to add to the invoice 
cost of goods a proper amount to cover delivery, storage and 
selling expenses than are manufacturers, because of the consider- 
ably larger percentage of costs of an indirect or overhead char- 
acter which is incurred by the manufacturer and because in manu- 
facturing the accurate keeping of costs has been most highly 
developed. 

Having established his cost at a figure below that at which 
a more discerning judgment would have placed it the merchant 
proceeds to find the selling price which will afford him the 
desired percentage of profit. 

Let us assume for purposes of illustration that the true cost 
of a commodity is $10, and that the merchant decides to sell it 
for $12.50. This is an increase of 25 per cent. on the cost price 
but only 20 per cent. on the selling price. This means that if 
the merchant reckons his operating expenses as a percentage of 
gross sales, which is the customary practice, while he figures his 
percentage of profits on the basis of cost of goods he is working 
from two different standards—with financial difficulties the 
probable result. 

Thus, if, on examination the income statement shows that the 
expenses of operation amount to 20 per cent. of sales, and the 
merchant concludes that a net profit of 5 per cent. will be satis- 
factory, he therefore proceeds to mark up his goods 25 per cent. 
above cost, he will ultimately be surprised to find that he has 
made no profit whatever. He discovers that 25 per cent. of 100 
is but 20 per cent. of 125, the selling price, which is just sufficient 
to cover operating costs. 

The problem may be illustrated further as follows: 

A merchant purchases a commodity for one dollar. His 
operating expenses are 20 per cent. of gross sales. He desires 
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to make a net profit of 8 per cent. What should be the selling 
price of the commodity? 


Solution : 100 — (20 +8) =72 

$1 — 72 = $1.39 answer. 

All problems of a similar character may be solved by the 
following simple rule: 

To the operating expense add the net profit desired, both 
expressed as percentage figures. Deduct this sum from 100 per 
cent. Divide the cost of the article by the difference. 

The common error is the failure to distinguish the selling 
price as the proper basis upon which to figure all percentages of 
expense and profit, or else an attempt is made to work from both 
the bases of sales and of costs. As has been well said, “Many 
business men seem to have persistently refused to acknowledge 
that any per cent of a smaller sum is a smaller per cent. of a larger 
sum . . . . . Or to put it concretely, that if 25 is 25%: of 
100 it is only 20% of 125 and 25% increase over cost is 20% 
profit on the selling price.”* 

This leads to the query, What are the specific advantages of 
employing sales rather than costs as a basis upon which to figure 
the various percentages of expense, profit, etc——figures useful 
for comparative purposes? 

It here becomes necessary to consider a much neglected factor 
in business finance, namely, the importance of the selling price 
figure as a statistical basis. Reflection will reveal that no other 
single item bears such a significant relationship to the various 
activities of an enterprise or service as a basis for the correct 
solution of so many problems. Upon the amount of the sales 
depend all other functions and activities. When sales are of 
satisfactory volume, with a duly large margin of income over 
expenditure, the goal of all the many departments and activities 
is reached. Volume of sales is the pole-star of business. As a 
consequence the amount of the sales of an enterprise is made the 
basis of various calculations. The remuneration of salesmen is 
figured as a percentage of sales. The expenses of running a 
business are figured on selling price. Why, then, consider profit 
as a percentage of cost when expenses are considered as a per- 
centage of selling price? 


* Thomas A. Fernley: The Right Way to Figure Profits. 
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Mercantile and other taxes are based on sales, never on costs. 


Sales totals are always given and usually accurately. Cost 
totals are less frequently given and are less trustworthy. Profit 
is realized on that which is already sold, not on that which has 
been purchased for future sales. Allowances to customers are 
always made on the basis of selling price. It is becoming the 
not-infrequent practice of accountants to express the relationship 
of the various items of the income statement in the form of per- 
centages of net sales as well as in dollars and cents. It is notice- 
able that as a statistical figure for comparative purposes cost is 
strictly subordinate to sales, since throughout the income state- 
ment percentages are expressed in terms not of cost but of selling 
price. 

The significance of this is the emphasis it throws on the 
method employed in fixing selling prices of various commodities. 
If the selling price is definitely fixed by the competitive character 
of the market it cannot be varied to suit the fancy of the mer- 
chant except under unusual conditions, as when an attempt is 
made to undersell the market. But this does not in any way 
remove the necessity of having a correct understanding of the 
difference between a percentage of profit figured on cost and one 
figured on sales. 

To illustrate, assume that a grocer finds that the cost of doing 
business amounts to 18 per cent. of net sales. He wishes to 
learn whether he can make a profit of 10 per cent. on a given 
commodity and sell at the market price. He reasons as follows: 

The cost of the article is $1.50. To this must be added 18 + 
10 per cent. to cover cost of doing business and provide the 
desired profit. To $1.50 he adds 28 per cent., $0.42, which gives 
$1.92 as the selling price. 

Note the error into which the grocer has fallen. He has 
found that the cost of doing business amounts to 18 per cent. 
of net sales. But 18 per cent. of $1.92 is $0.35, which when 
deducted from the selling price, $1.92, leaves $1.57 to cover the 
cost and provide the net profit desired. The excess of $0.07 
above cost by no means provides the merchant a profit of 10 
per cent.—not even on cost. The confusion arose through 
failure to ascertain the correct basis from which to figure per- 
centages of expenses, namely, net sales. 
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Employing the rule given above the correct selling price to 
provide 10 per cent. net profit and cover expenses of 18 per 


cent. is: 100 — (18 + 10) = 72 
$1.50 + .72 = $2.08 answer. 

Whether the grocer can sell at this price may be questionable, 
but he can at least have the satisfaction of knowing the real 
situation with regard to profits. A more universal understand- 
ing of this principle would no doubt cause many highly com- 
petitive commodities to be dropped from the list of attractions 
featured in shop windows. 

Since it is frequently desirable to mark up cost price to the 
point which will result in a given percentage of profit on selling 
price it becomes necessary to learn the corresponding percentages 
of cost and selling price which are thus equivalent, i. e., what 
percentage must be added to cost to equal a given percentage 
on sales. Below appears a table giving these corresponding 
percentages for the more common cases :* 


Add to Tomakeon Addto To make on 
Cost selling price Cost selling price 
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Pe nee re 13 a 32 
DY én nedsawvnaie 14 Pe eer eee 33% 
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eee 16 OP avescecc ended 37% 
iis 2 ieee nin einai 16% I Er ra 39% 
ne tadvbaseabne 17 TE <tne-diucnaueiaeee 40 
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EE pe pa 21 RE Pao. 46 
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Injurious competition may be caused in part at least by 
_faulty accounts; it may exist in spite of accurate accounts; or it 
may be that it exists and its consequences follow without any 
very strict regard to the accounts. It is only when accurate 
accounts are kept and strictly observed that competition may be 
undertaken with any hope of avoiding its peculiarly destructive 
effects. 

This statement is not meant to apply to extraordinary price 
conflicts such as break out at intervals, but to the competition of 
every day business life. Price cutting can be carried out success- 
fully only with the aid of the fullest information and the greatest 
care in the fixing of prices. At times it may be that for the 
purpose of making inroads into new territory prices may be 
fixed without regard to costs and profits, but this exceptional 
policy is to be definitely distinguished from the customary one 
which pays at least some heed to profit margins. 


In coming into contract with such problems, the need of the 
application of correct accounting principles is fully realized. How 
many concerns fail to make use of correct price-determining 
policies? The man who sells commodities must satisfy two 
requirements—(a) the cost of doing business and (b) the market. 
Perhaps in some cases one or both of these may be ignored within 
limits, but this is not usually so. The merchant may be so favor- 
ably situated that his costs are well below those which his most 
successful competitors may hope to attain. Or he may have 
monopolized the market to such an extent that, within bounds, 
he is at liberty to fix prices without regard to costs—but such 
conditions are abnormal. Moreover the adaptive powers of a 
community are such that through substitution, boycott and the 
forces that play in and through the economic life these unnatural 
conditions tend to disappear. 

It follows that the only sure path to a safe and honorable 
existence for most enterprises is an accurate knowledge of costs 
and, what is equally important, the ability to figure profits thereon 
in terms of selling prices. 





* Taken from Thomas A, Fernley’s The Right Way to Figure Profits. 














Educating the Executive to Appreciate Costs 
By Rosert S. Pastey, C.P.A. 


Much has been written on the subject of cost accounting, and 
a great deal remains to be written. Much of what has been 
written has not been read by those that should be most interested, 
and very few indeed of the suggestions set forth have been put 
into practice. That cost accounting has not been adopted more 
generally by manufacturers is not due in all instances to a lack 
of comprehension on their part as to the advantages to be derived 
from a scientific cost system, nor is it due to the fact that the 
subject as written about by accountants and others has not been 
handled as competently as most such subjects are dealt with on 
the printed page. Rather, I believe, this subject has been covered 
more thoroughly and comprehensively than is usually the case 
with technical questions. 


The manufacturer, on the average, is usually a hard-headed 
man of business. He has to be in order to master successfully 
the problems which confront him every day. He is alive to the 
necessity of taking advantage of improvements in methods and 
scientific discoveries. Why, then, is he so slow in adopting 
suggestions offered by experts in their line in relation to the 
recording of his operating costs? It is not because he is indif- 
ferent to his costs, for he cannot afford to be indifferent. I 
believe that this reluctance on the part of the manufacturer to 
instal cost accounting methods in his factory is because he is 
frightened at the mental picture of the detail involved, the prob- 
able expense of installation and the increased expense over his 
present office burden of maintaininig an elaborate cost system. 
To him the advantages are problematical, while a heavy burden 
of expense appears almost a certainty. He is partly right in 
that attitude—it does cost money to instal a proper cost accounting 
system in a plant of any size; it does cost money to maintain such 
system when installed, and if great care and judgment are not 
used in the installation and maintenance of the system, the results 
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obtained may be a source of danger, rather than an advantage, 
inasmuch as prices will be almost invariably based upon such 
showing of cost. 

The manufacturer has to be educated up to a cost system. To 
me it does not seem reasonable to expect that a firm, which for 
many years has kept an ordinary financial set of accounts, knowing 
its net profit once a year at inventory time, is in a position to 
weigh nicely the benefits as opposed to the increased detail of a 
cost system and coolly appraise the net advantage resulting there- 
from. The progressive manufacturer, however, is restless and 
dissatisfied and feels that he is handicapped in the conduct of his 
business, when for 364 days in every year he has to guess at the 
results of his operations, and the 365th day develops the fact that 
as a whole his business has been profitable for the year, or the 
reverse, and develops also that the sum total of his knowledge of 
his operations is embraced in that one conclusion. What partic- 
ular department is responsible for the good showing or what 
particular department has resulted in a loss is as much an impene- 
trable mystery as ever. 

As a practical accomplishment within the reach of any business, 
large or small, a departmental system of accounting will appeal 
to the average man of affairs. Almost every business is run by 
departments, and most men would have greater confidence in 
accounting if their bookkeeping was arranged to show them which 
department of their business was profitable and which was not 
profitable, and how the departments compared one with another 
as to results, expenses and efficiency of operation. To my mind 
this is the initial step that should be taken toward the complete 
education of manufacturers as to the present-day necessity of 
balanced costs. Not alone the manufacturer but the retail 
merchant should have accounts arranged to show results by 
departments. 

It has been my experience in discussing accounting problems 
with business men, that a system of departmental accounting seems 
to them as difficult of accomplishment as an actual cost system. 
The accountant, however, knows that this is not the case, and 
that the accounts of almost any business can be so arranged as 
to show departmental results periodically. What the accountant 
does not seem to appreciate, however, is the fact that in many 
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cases, arranging such a set of accounts would fulfil for the time 
being the client’s requirements and, as stated before, would be a 
step toward his broader education on the importance of adequate 
accounting. I shall not attempt within the confines of this article 
to outline a complete set of departmental accounts, but shall 
endeavor to point out generally what slight modifications are 
necessary in an ordinary set of accounts to give departmental 
results. 


MATERIAL PURCHASES 


If a business is of large dimensions and materials are purchased 
in considerable quantities, invariably it will be found that stores 
accounts are kept and some attempt is made to charge stores 
where they are used. Sometimes a cost system is in use, which 
does not form part of the general books, does not tie up with 
control accounts, and is more or less in the nature of memoranda. 
In such cases, purchases of materials could be charged to a 
stores account through the voucher journal. A few instructions 
regarding the stores issues and a little supervision on the part 
of the accountant would be necessary to permit of a summary 
entry through the journal at the end of each month, charging the 
several departments, which it is desired to keep separate, but not 
the individual jobs, and crediting stores account. If it is not 
the practice to compare the stores accounts with the physical 
inventory more often than once a year, it should be suggested that 
when a stock of any material is all used, or has run low, the book 
account of that particular material should be turned up and 
adjusted, and if this is done continuously, a very accurate book 
stock can be maintained. 

Where it is stated that the operations do not warrant the 
keeping of stores accounts, or where it is known for what purpose 
materials are purchased, columns could be opened in the voucher 
journal corresponding to the departments which it is desired to 
keep separate, and invoices of materials could be charged directly 
to the departments. In this case, however, unless materials are 
being purchased, as it were, from hand to mouth, or used 
promptly, the accuracy of the departmental results will be contin- 
gent upon the care taken to know the stock remaining on hand 
at any time. Ina small plant a physical inventory could be taken 


209 











The Journal of Accountancy 


more frequently than once a year, and in the interval the inven- 
tory should be estimated. The inventory can be approximated 
sufficiently closely each month, where an actual inventory is taken 
oftener than once a year, to permit of a monthly showing of 
departmental results which would be materially correct. A system 
of stores accounts, however, should be recommended in almost 
all cases, and in time the firm would see that the added expense 
of keeping such accounts would be warranted by the greater 
accuracy of the results obtained. Indeed, in some instances there 
would not be any additional expense. It is a well-known fact 
that sometimes employes will do the work apportioned to them— 
just that and no more. By the exercise of a little judgment on 
the part of the management in such cases, a great deal more detail 
can be handled by the same office force. 

It is frequently the case that materials purchased for one 
department will be used by another department, or materials 
charged to one department will be partly used in the department 
charged and partly in some other department. This can be 
readily handled by a system of transfer slips, on which should 
be reported transfers of material at cost from one department to 
another. A transfer journal should be provided with the same 
number of debit and credit columns corresponding to the depart- 
ments. The number and the amount of each transfer slip should 
be entered in this journal, debiting the department in which the 
material has been used, and crediting the department from which 
the material has been transferred. At the end of the month, the 
totals of the columns are debited and credited to the several 
departments in the general ledger. 


LABOR 


Whatever system of payroll is in vogue, it is not a very diffi- 
cult matter, whether the plant be large or small, to analyze the 
time-sheets monthly and charge the various departments, crediting 
payroll account—the payroll account itself having been previously 
charged with the total amount of the payroll through the voucher 
journal or the cashbook. In some plants it will be found 
possible to charge the departments direct through the voucher 
journal with the weekly payroll. Here again, we are liable to be 
confronted with the same problem as when dealing with material 
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transfers, for labor is often borrowed by one department from 
another and similar labor transfer slips should be kept to record 
all transfers of time. These slips could be of a color different 
from the material transfer slips, and they should be summarized 
in the same form as the material requisitions. Each of these 
transfer summaries could be arranged in loose-leaf form and put 
in the same binder, except that they should be posted separately 
into the general books. 

The question of the allocation of the indirect labor will, no 
doubt, arise in all cases, but as this generally forms but a small 
portion of the total labor cost and usually bears a relation to the 
direct labor, it may be logically apportioned on that basis. 


Factory EXPENSES 


Generally it will be found feasible to divide factory expenses 
as they are incurred for the several departments. Light and 
power and water, for instance, are billed according to meter read- 
ings and can be apportioned accordingly as entered. In some 
cases the item of rent is absolutely distinct, but in others it must 
be divided on an equitable basis, such as the space occupied by 
the different departments, and can be divided in the voucher 
journal when entered. Rates of depreciation should be estab- 
lished on the different machines in use, and when these rates are 
once established and it is determined to what departments they 
pertain, this schedule should be adhered to until some change in 
the operations necessitates a change in the accounting plan. Other © 
factory expenses that cannot be directly apportioned—and in 
actual practice they will not be a large proportion to the whole— 
can be approximately divided as incurred, according to the best 
judgment of the management. 


OTHER OVERHEAD EXPENSES 

Up to this point we have divided departmentally the direct 
cost of materials consumed, labor and factory expenses. We can 
know each month, accurately where a perpetual inventory is kept 
and approximately otherwise, the cost by departments of goods 
sold. There remain the various other expenses—general and 
administrative, office and selling. I would recommend, generally, 
that these expenses be stated each month in as much detail as is 
required, and that no attempt be made arbitrarily to divide them 
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over the departments. I believe that nothing much is accom- 
plished in most cases by the division of such expenses over depart- 
ments in the arbitrary manner in which they are usually segre- 
gated. This recommendation, however, is made with this reser- 
vation, that in some instances—a department store is a case in 
point—the several departments are so distinct that it is quite 
feasible to divide such expenses. 





SALES 


The sales as a rule present no particular problem. A summary 
sales-book can be arranged, perhaps in loose-leaf form, on which 
the carbon invoices can be summarized monthly, according to 
departments. It will be found, however, that in nearly all cases 
a careful record of the sales is kept by departments. 


GENERALLY 


The foregoing, of course, is a very general outline as to what 
can be done with little additional detail in establishing accounts 
that will show a manufacturer or merchant something more than 
his net profit or loss, and while individual problems not even 
suggested here will arise in practice and some of the methods of 
allocating expenses, outlined above, will doubtless be modified 
according to circumstances, it will be found that the results as to 
departments will be approximately in accordance with the facts 
and may develop the all-important conclusion that some depart- 
ments are being operated so successfully as to cover losses made in 
others. The keen manufacturer or business man, when operating 
a system of this kind, will become more familiar with the results 
of his operations and will probably in time not be content to know 
that one department is a very profitable one while another depart- 
ment appears to be not quite so profitable. Results may prove 
to be a complete reversal of his previous judgment in the matter, 
and he will have considerable food for thought. He will pay 
more attention to his accounting, and in the end may make up his 
mind that perhaps this approximation of departmental results is 
not enough—that he ought to know more intimately, more accu- 
rately, what units in his departments are responsible for the 
results developed. 


To put it briefly, he is being educated. 
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EDITORIAL 


First Examination of the American Institute 


The questions set for the first examination of the American 
Institute of Accountants will naturally receive considerable atten- 
tion as indicating the general policy of the board of examiners. 


We do not think anyone could complain that the questions 
were unduly difficult. In the accounting papers the candidate 
was given considerable freedom of choice as to the questions. 
Applicants for admission as associates were given in account- 
ing two compulsory questions and in addition were required to 
choose one out of three questions in part I and six out of eight 
in part II. A notable feature of the auditing paper is the 
number of questions which could be answered satisfactorily by 
men thoroughly familiar with the pamphlet issued (under the 
somewhat misleading title of Uniform Accounting) by the Federal 
Reserve Board, which was reprinted in our June issue. A great 
increase in the number of audits for credit purposes is clearly 
desirable in the interests of the financial community as well as 
of the accounting profession, and every member of the pro- 
fession should be thoroughly familiar with the requirements of 
the audit programme prepared by the Federal Rerserve Board, the 
Federal Trade Commission, and the American Institute of Ac- 
countants and published in this pamphlet. Questions based 
thereon are eminently fair to practising accountants as well as to 


younger students. 
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Commercial law is probably the bugbear of most candidates. 
Here the examiners set sixteen questions in different branches 
of the law, of which the candidate was not required to answer 
more than ten. While it should not have been difficult for the 
candidate to select ten questions relating to problems such as 
arise in ordinary accounting practice, we think it is very desir- 
able that the scope of commercial law papers in future examina- 
tions should be defined as clearly as possible by the board. The 
scope of the examination as defined by the C.P.A. boards in the 
past has we think often been too broad. For instance, the law 
of contracts, which is very commonly mentioned as part of the 
subject required to be covered, is a very broad field indeed, and 
although in practice only a small section of this field might be 
covered by questions the candidate has no guarantee as to such 
limitations. He is apt, therefore, to devote time to the study of 
commercial law which might better be devoted to studies which 
are likely to be more useful in his future work, such as elemen- 
tary actuarial work and the use of logarithms. It is announced 
that the board of examiners proposes to include simple actuarial 
questions in future examinations. We hope that they will at 
the same time indicate as definitely as possible the extent of the 
commercial law work required of future candidates. 


*x* * * K* * 


As to the results, both their prompt publication and the large 
percentage of successes are matters for congratulation. The 
action of the board in placing a certain number of candidates in 
order of merit is interesting. In England we understand such 
placing has been exceedingly helpful to the successful candidates 
in securing good appointments. 


Another interesting development is the acceptance of the 
institute examinations and markings by several state boards as 
a basis for the issue of C.P.A. certificates. Doubtless more 
boards will avail themselves of this opportunity and the coopera- 
tion between the institute and state bodies cannot fail to be 
mutually beneficial. 
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Editorial 


Determination of Cost 


The question of regulating prices is at this time of paramount 
importance to every citizen but is of special interest to account- 
ants. 

Tue JouRNAL oF AccouNTANCcy is glad therefore to reprint 
the following memorandum submitted to the Federal Trade Com- 
mission, in which the position from the manufacturer’s stand- 
point is clearly and temperately presented. It will be noted that 
the position taken on the question of interest in relation to cost 
coincides with that which THE JoURNAL has always upheld, and 
which has been taken by the accountancy committee of the War 
Industries Board. 


MEMORANDUM 
NATURE OF THE PROBLEM 


Like most accounting terms “costs” is commonly used in senses which 
vary materially from one another. In the present discussion we are con- 
cerned only with the two principal uses of the term costs, namely, selling 
costs and inventory costs. The tormer are compiled in advance of produc- 
tion for the purpose (as the name implies) of determining prices at which 
goods can profitably be sold. Inventory costs are compiled on the basis 
of actual experience of production for the purpose of determining at any 
given date how much of expenditures incurred prior to that date can 
properly be carried forward in inventory as an asset in ascertaining the 
profits and financial position of the producer. 

In calculating selling costs the essential is to include everything that 
must come out of selling price before a profit can be earned by the pro- 
ducer. In computing inventory costs, on the contrary, the guiding prin- 
ciple is to exclude everything that cannot with unquestioned propriety be 
carried as an asset until the goods are sold. Such costs, therefore, 
exclude all items which while not forming part of the manufacturing 
costs must be reimbursed out of the sale price when the product is 
realized. 

It is the inventory costs that appear on the official books of any 
corporation and form the starting point of any inquiry into costs. The 
object of the present inquiry, however, being to fix a fair selling price for 
products to be manufactured in the future, it is clear that important 
adjustments of any past production costs are necessary before such selling 
prices can be fixed. 

Briefly, the essential steps in the determination of fair prices based on 
cost may be summarized as follows: 


(1) As the prices are to apply to future production it is necessary 
to estimate the variation in the period of such future production 
from past experience under each of the main heads of cost, namely— 

Labor 
Material 
Manufacturing overhead 

(2) It is necessary to fix allowances for depreciation and depletion which 
will be fair under the conditions under which production will take 
place; 

(Note—These charges are strictly a part of manu- 
facturing cost but are not always so dealt with 
by the steel producer) 
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(3) It is necessary to consider the proper allowance to be added to cost 
of production for costs other than those of actual production, 
namely— 

Selling expenses 
General and administrative expenses 
Extraordinary expenses 

(4) The relation of the question to the question of income and war profits 
taxes must be considered; 

(5) The reasonable allowance for profit must be determined, involving 
consideration of the fair value of the investment employed in pro- 
duction and of the rate which will constitute an adequate return 
upon such value; 

(6) The problem arising from variations, probably wide, between costs 
of similar products in Lifferent plants must be dealt with. 

* * 


Having now briefly stated the general problem in outline we propose 
to discuss the steps successively, pointing out the more important consid- 
erations arising in connection with each, indicating the major difficulties 
to be encountered, and suggesting as far as possible the most promising 
solutions of those difficulties. 


(1) Relation between costs of the recent past and the prospective costs 
of the near future: 

In the iron and steel industry costs have been increasing rapidly during 
the past eighteen months, Production costs of the most favored manu- 
facturers, namely, those who to the greatest extent own or control their 
requirements of raw material, were in May, 1917, about 50% in excess of 
the average for 1916 and 25% in excess of the costs for January, 1917. 
The most recent figures of the Lackawanna Steel Company show an 
increase in June of 5.55% over May, and in July of 7.36% over June. 

These increases have been due partly to advances in wage rates, 
which advances have amounted to practically 50% over the rates paid at 
January 1, 1916; partly to increased costs of materials and supplies; and 
to some extent to reduced efficiency of production owing to lack of sufh- 
cient labor and inability to obtain supplies promptly and regularly so as 
to permit of continuous operation. There is every reason to anticipate 
that the increase in costs will continue during the war period but the 
extent of such increase it is impossible to forecast, especially as it will 
doubtless be affected largely by the policy of the government in dealing 
not only with directly related problems, such as prices of raw material, 
but also in dealing with more general problems, such as food supply, 
which have an indirect effect on the labor and other questions. 

It may be mentioned also that the production costs as ascertained by 
steel companies are average costs for all products and as government work 
without exception entails a higher production cost than commercial work 
on account of more rigid specifications, the tendency of costs will be to 
increase as government business becomes a constantly larger proportion of 
the volume. 


LABOR 


Considering first the item of labor—the facts that the government is 
taking out of industry and civil life approximately 1,000,000 citizens; that 
immigration has practically ceased ; and that a large number of alien enemies 
have been and still are employed in the industry, but may not continue to 
be available, are sufficient to indicate the certainty of further increases 
of costs which will be substantial though incapable of estimation. 

Another factor which will contribute to increased costs under this 
head is that, as all the plants are now being run at capacity and with the 
full quota of men, the average of efficiency is naturally much lower than 
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when producers are operating with less employes and are able to exercise 
a certain amount of selection. The unusual demand also leads in many 
cases to an independent attitude on the part of labor and the difficulties 
of control may become a serious factor in influencing costs. 

It is difficult to suggest any remedies for the conditions indicated 
short of control of labor by the government, which of course involves 
large considerations which we will not undertake to deal with in this 
memorandum. It might perhaps be possible to fix prices based on existing 
wage scales and with a provision for adjustment of the prices in propor- 
tion to any future increase. This procedure has been very commonly 
adopted in the past in long term contracts for the sale of coal and other 
commodities. 

MATERIAL 

The conditions above recited will undoubtedly affect labor costs in 
other industries and be reflected to some extent in the future prices of 
materials. The enormous increases in the price of important raw materials 
of the steel industry are a matter of common knowledge. We believe 
that in Great Britain the government in placing orders has in some cases 
guaranteed to the producer the supply of essential raw materials at fixed 
prices and where necessary purchased or authorized the purchase of such 
materials for its own account at current prices and delivered them to the 
manufacturer at the fixed price. If our government adopted a similar 
policy much of the uncertainty under this head would of course be 
eliminated. 

In dealing with material as an element of cost, consideration will 
require to be given to the treatment of supplies on hand at the commence- 
ment of production. In a large measure doubtless such materials and 
supplies will have been acquired for the purposes of other contracts which 
would necessarily be postponed to the government business. If such 
materials are diverted to government work it would seem clear that the 
producer should receive therefor the amount which would have to be 
paid to replace them at the time of their diversion, and thus be provided 
with funds to replace the materials for the purposes of the contracts for 
which they were originally intended. If the selling price is to be deter- 
mined by adding a percentage to cost it would be particularly unjust to 
the producer to allow him a cost lower than the present cost of replace- 
ment for materials so diverted. It would be doubly unjust, because in 
addition to the objection already cited it would give him a lower cost 
and therefore a lower amount to be added to cost for profit so that he 
would actually fare worse than another producer who might have pur- 
chased less advantageously or not at all. 


MANUFACTURING OVERHEAD 


Manufacturing overhead itself of course consists of labor and material, 
so that this question does not call for separate discussion, especially as 
the factor of extraordinary expenses will be dealt with separately here- 
after. 


(2) Depreciation and depletion: 

These terms cover the consumption or exhaustion of pre-existing or 
previously created property and the determination of the value of the 
property consumed or exhausted is of great importance and some difficulty. 

In the consideration of the cost of steel the question of the value of 
property consumed arises first in connection with ore and other minerals 
which constitute the raw materials of production. Logically the fair value 
of ore in the ground at the moment when production commenced is clearly 
capital and the producer should receive its capital value at that time as 
a part of cost, otherwise he would be deprived of some part of his capital 
without compensation. This principle is clearly recognized in the present 
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income tax law which provides that the capital value at March 1, 1913, 
(the date when the first income tax law became effective) of ore con- 
sumed in production shall be a deduction from gross income in arriving 
at net income. The same rule is applicable and is applied by the income 
tax law to all realizations of tangible capital assets such as lands, build- 
ings, plant, etc. Strict application of this principle would require there- 
fore that in determining cost to-day depletion and depreciation should be 
computed on present day values, say those of January 1, 1917. It may, 
however, be claimed that those values were abnormal and due to the 
opportunities of employing such assets to earn war profits which it is now 
proposed to restrict, and that to accept the logical rule would therefore 
result in giving the producer a large war profit in the form of cost. On 
the other hand, it is clearly unfair to compute cost upon the basis of the 
cost of the capital assets to the producer without regard to the date of 
their acquisition by him. To do so would result in allowing one producer 
two or three (perhaps five to ten) times as much per unit as another 
would receive for a precisely similar unit. 

A solution might be to recognize existing conditions as abnormal and 
adopt the values as of March 1, 1913, as a basis, except in the case of 
property acquired since that date which should be taken at cost. 

This procedure would adopt values established before the war and yet 
not so remote as to have lost their merit as a measure of normal current 
values. It also makes use of values which to a large extent have been 
or will require to be ascertained for other purposes, namely, determina- 
tion of profits or deductions for income tax purposes. It would there- 
fore be convenient. 

One point, however, requires to be emphasized, namely, that if values 
and the cost of reproduction under existing conditions are recognized 
as abnormal and an allowance made for that condition to the disadvantage 
of the producer in arriving at capital values, the same recognition must 
be extended where it operates, though in a smaller degree, in the opposite 
direction. Thus, where plants have been constructed at abnormal cost 
during the war period provision should be made for amortization of the 
excess of such cost over normal values, say those of March 1, 1913, as a 
charge against the production of the war period. Such provision would 
seem to be essential in the government’s interests since it removes appre- 
hensions which would otherwise inevitably exist as to the future value of 
facilities which may now be required to meet the urgent needs of the 
government. In some cases, as in England, the government will probably 
meet the condition by paying a percentage of the cost of the new facilities 
and in such cases of course a duplicate provision would not be needed, but 
where the whole cost has been or may hereafter be met by the producer 
the point must be dealt with by way of an allowance in the cost of the 
product or otherwise. 

In the determination of the proper allowance for exhaustion of physical 
property, such as plant, it is necessary to make allowance for the fact 
that plants will be operated under different conditions from those which 
existed in the pre-war period and that the change in conditions in general 
operates to increase the depreciation. Thus, the more intensive use of a 
plant, the lower average of efficiency on the part of employes resulting 
from the necessity of employing largely increased forces, the postpone- 
ment of repairs in preference to the suspension of operations, and other 
factors which can not perhaps all be specified, will affect the operating 
conditions and should be taken into account in determining the reasonable 
provision for depreciation. There will also require to be considered the 
question of excess capacity after the war which will render some part of 
the plant practically valueless although it may still be capable of efficient 


operation. 
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In this connection the following quotations from the munition manu- 
facturer’s tax law and from the British finance excess profits tax law are 
pertinent: 

For Munition Manufacturer's Tax Law—1012 (f): 

“A reasonable allowance according to the conditions peculiar to each 
concern, for amortization of the values of buildings and machinery, 
account being taken of the exceptional depreciation of special plants.” 

From British Finance Excess Profits Tax Law—Section 40 (3): 

“Where it appears to the commissioners of inland revenue, on the 
application of a taxpayer in any particular case, that any provisions 
of the fourth schedule to this act should be modified in his case, 
Owing to a change in the constitution of a partnership, or to ihe 
postponement or suspension, as a consequence of the present war, 
of renewals or repairs, or to exceptional depreciation or obsolescence 
of assets employed in the trade or business due to the present war, 
or to the necessity in connection with the present war of provid- 
ing plant which will not be wanted for the purposes of the trade or 
business after the termination of the war, or to any other special cir- 
cumstances specified in regulations made by the treasury, those 
commissioners shall have power to allow such modifications of any 
of the provisions of that schedule as they think necessary in order 
to meet the particular case.” 

Provision is made in the act for an appeal from the commissioners to 
a board of referees specially constituted from leading business 
men, accountants, and others and for giving the board on such an 
appeal the same powers as are conferred in the foregoing clause 
upon the commissioners. 


(3) Costs other than those of production which must be considered in the 
establishment of a fair selling price: 

The items to be considered under this head are: 

(a) The ordinary selling, general and administrative expenses 
of the producer; and 

(b) Extraordinary expenses which may be occasioned by the 
existing conditions. 
SELLING, GENERAL AND ADMINISTRATIVE EXPENSES 

The question will doubtless arise as to whether a proportion of all 
these expenses is properly chargeable against government work. It may 
be claimed that no selling expense, or only a relatively small selling 
expense, should be charged against this work and that generally a lower 
proportion of the accounting and administrative expense is fairly charge- 
able to government than to commercial work. We believe it has also been 
suggested that such outlays as pension payments, welfare expense, research 
and experimental work, and other expenditures which are incurred by 
an organization in the general conduct of its business should not be 
apportioned to government work. 

Upon these questions we would point out that while under some heads 
the expense directly attributable to government work is smaller than on 
commercial work, yet in other cases on account of more exacting require- 
ments of the government the proportion of expense fairly chargeable to 
government work would be greater than on commercial work. If once 
the exclusion of any items of expense from the general overhead is 
undertaken it becomes necessary to analyze carefully the entire overhead 
expense and make allocations to government and commercial work respec- 
tively on varying bases. Moreover, from a broad standpoint it is essential 
that a producer should hold his selling and administrative organization 
together and the expense of doing so is a general burden which must 
equitably be distributed over his entire product. 
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To-day a selling organization is hardly more necessary for commercial 
sales than for government sales. The problem is not one of securing 
commercial orders but of retaining facilities for executing orders now on 
hand. As regards the administrative organization, government business 
will doubtless call for relatively more attention on their part than com- 
mercial business. The current expenditure for research and experimental 
work is the only charge made in respect of research work of the past as 
well as research work of the present and as the government gets the 
benefit of such research work it can not well disclaim its fair proportion 
of the charge made therefor. Expenditures for pensions and welfare work 
are not pure charity but are made for the purpose of securing co-opera- 
tion and greater efficiency from the employes of the organization. Their 
value is especially great at times like these when the labor problem offers 
exceptional difficulties and it is inconceivable that they could be discon- 
tinued at such a time. In these circumstances clearly the government 
should and can well afford to bear its proportionate share of these expendi- 
tures. 

Broadly speaking, we are convinced that except for some such direct 
selling expenses as commissions, all selling, general and administrative 
expenses should be distributed as a general overhead charge on the entire 
production of the business. To attempt any other distribution would add 
enormously to the difficulties and complexities of the problem and would 
yield a result which we are satisfied would not in any material degree be 
either more accurate or more equitable. 


EXTRAORDINARY EXPENSES 


In referring to extraordinary expenses we have in mind such items as 
wage payments to employes in war service, extra precautions for safe- 
guarding plants, etc. Expenditures under the first head will of course 
be determined largely by the number of men called into service and the 
provision made by the government to their dependents. The expense of 
safeguarding plants will undoubtedly be heavy owing to the large number 
of alien enemies remaining in the country. 


(4) Relation of this question to the question of income and war taxes: 

Income and profit taxes are admittedly not a part of the cost of pro- 
duction but clearly they have to be met out of the selling price before 
any net divisible profit remains to the producing company, and their 
effect must be taken into account in establishing a selling price based on 
cost. This fact was, we understand, fully recognized by the British gov- 
ernment in its dealings with British manufacturers, whose almost uni- 
versal inquiry was as to the net return that would be left for them on the 
basis of proposed prices after deducting special war taxation. In Great 
Britain, owing to the fact that administrative authority and control of 
legislation were in the hands of the same body, it was possible for the 
government to give fairly definite assurances to the manufacturers on this 
point, but clearly no such assurance is possible in our country. Never- 
theless due consideration must be given to the probable burden of taxation 
in the establishment of prices. 

In this connection we would point out that owing to a combination 
of circumstances it is probable that the burden of such taxation will at 
least for the current year considerably exceed 50% of the available profit 
on government business, assuming that the present senate finance bill 
becomes law. The reasons for this condition are as follows. In the 
first place the pre-war standard in the case of the steel industry will 
be relatively low, the year 1911 in particular having been an exception- 
ally unfavorable year in respect of both production and profits; as a 
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result the profits already assured for 1917 on a commercial business are 
sufficient to subject all the leading steel producers to the maximum rate 
of taxation on excess profits of 50%. 

Under the rules for the determination of profits large outlays for 
additional plant are required to be treated as capital and not allowed as 
a deduction from income, although from the standpoint of sound cor- 
poration finance these expenditures must to a large extent be financed out 
of profits, especially as the cost thereof has been abnormally high as 
compared with the cost under normal trade conditions. Consequently, 
the government will receive as excess profits tax 50% on a sum substan- 
tially greater than the sum which the corporation would be justified in 
dealing with as profits available for distribution. 


(5) Reasonable allowance for profit: 


We do not propose to discuss this question exhaustively but merely 
to draw attention to two important points. 

The first point is as to the necessity of considering the ratio between 
the profit to be allowed and the investment, as well as the ratio between 
the proposed profit and the estimated cost. There is to-day a general 
disposition to deal with the question of profit by a percentage addition 
to cost without adequate consideration of the relation between the volume 
of output and the investment of capital. In a business where products 
are quickly realized the volume of sales annually may be several times 
the capital invested. In other industries the maximum annual output is 
substantially less than the capital investment. Obviously a percentage 
allowance for profit which would be fair in the first case would be totally 
inadequate in the second. An attempt is sometimes made to deal with 
this situation in the determination of cost by allowing interest on invest- 
ment as a part of cost, but as the rate of interest used is almost invariably 
substantially less than the rate of return which would be sufficient to 
attract capital into the industry such a method is totally inadequate to do 
justice to the industry in which the capital investment is necessarily large 
in proportion to the output. 

The second point which we wish to emphasize is that in considering 
the amount of capital investment on which a return is to be allowed, the 
same considerations must be taken into account as apply in the deter- 
mination of the value of capital assets consumed or exhausted in the 
course of manufacture. These considerations have been fully discussed 
in dealing with the question of depreciation and depletion above. 


(6) Variations between costs of similar products in different plants: 


Th. is a problem of great difficulty because of the extreme variety 
of corditions under which steel companies operate. In one case the 
producer may be a self-contained unit owning adequate ore supplies and 
blast furnaces as well as steel plants; in another case these different 
facilities may be owned by corporations which may have the same stock- 
holders but are technically separate entities. In the third case they may 
be owned by entirely distinct interests. More frequent will be cases 
where steel producers control a part, large or small, of the ore or fur- 
nace capacity needed for their requirements and are interested in but do 
not entirely own mining or furnace companies. It is impossible to frame 
rules for determining costs for all of these producers on a basis which 
could be applied equitably to each and would yet give costs that would 
be fairly comparable. If the allowance for profit is to be substantially 
uniform the prices to be paid must vary widely. We suggest that such 
a condition is undesirable and that the establishment of prices by an 
addition to cost is economicaly unsound, especially in the steel industry. 
Such a method may well have to be applied in cases where contractors 
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are being asked to enter new fields and must be given some definite 
assurance of profit. In such cases the number of contractors will prob- 
ably be relatively small; the conditions under which they operate will be 
or can be made substantially uniform; and no alternative method of com- 
pensation that would be satisfactory may be available. The method is, 
however, we believe, totally inapplicable to a standard product such as 
steel. Such a method, moreover, imposes a heavy burden on the govern- 
ment as regards the verification of cost and we believe the supply of 
men qualified to make such verifications is already inadequate to meet the 
necessities which will arise under contracts now made or contemplated. 

The only alternative would seem to be the establishment of prices on 
broader considerations, such prices to be sufficient to insure some profit 
to any reasonably efficient producer, leaving the cases where it might 
yield a more than liberal profit to be adjusted through the operation of 
the war profits taxation. 
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Epitep By JoHN B. Niven, C.P.A. 


The bill containing the provisions of the government for the public 
revenue for the current year is still being discussed in the senate, and it 
seems likely that it will not become law until some time in September. 


The terms of the bill are being changed practically every day and nu 
good purpose would be served in making comments upon the proposed new 
taxes as they stand at the present time. The bill, however, contains some 
amendments of the existing law, which was passed on September 8, 1916, 
and as these amendments are in many cases based upon criticisms upon 
the old law, which were aired before the pending legislation was initiated, 
it is possible that these amendments will remain as they appear in the bill 
at the present time when it becomes law. A reference to these amend- 
ments in these circumstances may not be out of place at this time. 


The first change in the law of September 8, 1916, which is proposed, is 
one dealing with dividends received by an individual, and the amendment 
provides that dividends out of profits accrued since March 1, 1913, shall be 
considered income to the amount of the earnings or profits so distributed. 
It will be remembered that the original law provided that these dividends 
should be taken up at the amount of their “cash value.” The effect of the 
change is to require the dividends when issued in stock to be included in 
the return of net income of the stockholder at the par value of the stock 
so issued. The effect is not material as the treasury department had held 
that that was the meaning of the original law, but the change now sug- 
gested removes all doubt on the subject. 


The bill also clears up a point which has been in doubt in regard to the 
period in which a dividend was presumed to have been earned by the cor- 
poration. It is now provided that the dividend shall be deemed to have 
been made from the net income of the year in which it is declared, or if 
such income is insufficient, then from the most recent accumulated undi- 
vided profits; and it further provides that such dividend shall constitute 
a part of the income of the shareholder for the respective years in which 
earned by the corporation, and shall be taxed to the shareholder at the 
rate prescribed by law for such years. This new provision would seem to 
abolish the network of regulations, rulings and opinions which have been 
issued by the treasury department upon the theory that a dividend is income 
to the stockholder in the year in which it is received. In place of that 
theory the bill as it stands indicates that the stock held by each stock- 
holder acquires a right to the earnings of the corporation as made, pay- 
ment of the tax upon which is postponed until distribution is made, but, 
nevertheless, the tax being assessed at the rate in force when the earn- 
ings were created. The new provision may be equitable, having in view 
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the excessively high taxation which is pending and likely to be in force 
for a few years to come, but one can foresee the labor and probably great 
difficulty involved in analyzing the period of earning of all dividends dis- 
tributed and making the proper classification according to years for the 
purpose of entering in the recipient’s income tax return. 

Another provision amends the deduction allowed to the individual in 
regard to interest paid on his indebtedness. The law as it stands is modi- 
fied to the extent that interest on indebtedness incurred for the purchase 
of obligations or securities, the interest upon which is exempt from taxa- 
tion, will not be allowed as a deduction. The modification seems reason- 
able, but it may be questioned why the provision was not extended to 
except also certain other interest payments which seem to be in some- 
what the same position as the exempt securities. One might refer to 
interest on a mortgage secured over the personal residence of the taxpayer. 

Another provision is that “income and war profit taxes” may not be 
used as deductions in ascertaining net taxable income. Under the present 
law and the previous law it might have been reasonably held that the taxes 
paid were expenses of doing business, but when the taxes to be paid reach 
the large proportion of net income proposed in the pending legislation, it 
may reasonably be argued that these taxes are not expenses of doing busi- 
ness but are, in fact, distributions of the profits. Besides, if the taxes 
which will be imposed for the year 1917 were permitted to be used as 
deductions in the year 1918, the amount of taxes collected upon the basis 
of 1917 would be seriously impaired and corresponding increases in the 
rate would be necessary if the public revenues were to be maintained. In 
these circumstances, therefore, the provision for the elimination of these 
taxes seems prudent and probably will not in the end materially affect the 
taxpayer’s position. 

With regard to personal exemption, the bill proposes a further exemp- 
tion according to the dependents of the taxpayer, and provides that an 
additional exemption of $200 shall be allowed to the head of a family 
for each child dependent upon him if under eighteen years of age, or if 
incapable of self support because mentally or physically defective. This is 
a further step towards differentiation of taxation which has been advocated 
for some time in furtherance of the theory of placing the tax upon those 
best able to bear it. 

The bill provides that a partnership shall have the same privileges of 
fixing and making returns (when requested) upon the basis of its own 
fiscal year as is accorded to corporations, but this privilege is not yet 
accorded to individuals. 

The provisions requiring the withholding of the normal tax on certain 
income paid to individuals is continued only so far as non-resident aliens 
are concerned; and in place of the method of deduction at the source the 
bill provides that persons, corporations, etc., making payment to another 
person, corporation, etc., of income of a fixed or determinable amount of 
$800 or more in any taxable year, are required to render a true and 
accurate return to the commissioner of internal revenue, setting forth the 
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amount so paid, and the name and address of the recipient. It further pro- 
vides that the limitation of $800 in the amount of the payment shall be 
removed in the case of payments of interest upon bonds of corporations, 
in which case the returns will be required regardless of the amounts paid. 
The effect of this provision is, so far as United States residents are con- 
cerned, to substitute “information at the source” for “withholding at the 
source.” This method was advocated very strongly at the time the original 
income tax law was passed, but as the withholding method has been in 
operation for four years and the business community of the country has 
become familiar with its terms and operation, it is doubtful whether the 
change at this late day will be received with favor. The same amount of 
work would be involved; although it is true that the funds of the govern- 
ment will not be lying in the hands of thousands of persons for many 
months before they reach the hands of the treasury department, and to 
that extent the method proposed is probably the more equitable of the two. 

The amendments relative to interest and taxes proposed for individuals 
already referred to have also been extended to corporations, and in 
addition thereto the only amendment proposed which calls for comment is 
a somewhat obscure one relating to the position of dividends received by 
corporations from other taxable corporations. 





The only regulation which has recently been issued by the treasury 
department is T. D. 2512, which contains the opinion of the attorney 
general on the question of exemption from income tax of corporation divi- 
dends paid in the form of Liberty Loan bonds. 


TREAUSURY RULINGS 


(T. D. 2512, June 8, 1917) 
Income tax. 


Opinion of the attorney general on the question of exemption from income 
tax of corporation dividends paid in the form of Liberty Loan bonds. 
The appended opinion of the attorney general on the question of 
exemption from income tax of corporation dividends paid in the form of 
Liberty Loan bonds is published for the information of internal-revenue 
officers and others concerned. 


The SECRETARY OF THE TREASURY. 

Sirs: Pursuant to section 356 of the Revised Statutes you ask my 
opinion upon the following questions arising under the administration of 
your department: 

(1) Whether the stockholders of a corporation receiving a dividend 
declared payable and distributable in bonds issued under the act of congress 
approved April 24, 1917, will have to pay an income tax. 

(2) Whether a corporation owning these bonds would be to that extent 
exempt from excise taxes, franchise taxes, and other corporation taxes of 
the United States and of the several states. 

I am of opinion that an affirmative answer must be returned to the 
first question and a negative answer to the second. 
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. The act of April 24, 1917, provides as to the bonds thereby authorized 
that— 

The principal and interest thereof * * * shall be exempt, both as 
to principal and interest, from all taxation, except estate or inheritance 
taxes, imposed by authority of the United States, or its possessions, or by 
any state or local taxing authority. 

Like every exemption from taxation, this provision must be literally 
construed and can not be extended beyond its precise terms. It protects 
an owner of these bonds from any tax of whatever character, except 
estate or inheritance taxes, levied upon them by reason of his possession 
and ownership; but a tax levied upon one’s net income or annual gain can 
not be evaded because the income or gain happens to be liquidated by the 
delivery of a certain number of these bonds or other nontaxable securities. 
Such a tax is upon the income itself as an entirety and not upon the 
specific articles into which this income is finally transmuted. When these 
bonds, therefore, are used as a medium of payment, whether in the dis- 
charge of a private debt or a corporate dividend, the profit or gain to the 
recipient is nevertheless subject to income tax. 

Similar principles control in answering your second question. I assume 
that in speaking of “excise taxes, franchise taxes, and other corporation 
taxes” you refer to those taxes which are laid, not upon the property of 
a corporation by reason of possession or ownership, but upon the value 
of the exercise of corporate privileges—a value which may be measured by 
the size of its annual income, the amount of its capital stock, or such 
other standard of measurement as the taxing power may select. 

Such a tax, for instance, was the special excise tax upon corporations 
under the act of August 5, 1909 (36 Stat. 11, 112), discussed by the 
supreme court of the United States in the case of Flint vs. Stone Tracy 
Co. (220 U. S., 107), in which the court said: 

It is therefore well settled by the decisions of this court that when the 
sovereign authority has exercised the right to tax a legitimate subject of 
taxation as an exercise of a franchise or privilege, it is no objection that 
the measure of taxation is found in the income produced in part from 
property which of itself considered is nontaxable. Applying that doctrine 
to this case, the measure of taxation being the income of the corporation 
from all sources, as that is but the measure of a privilege tax within the 
lawful authority of congress to impose, it is no valid objection that this 
measure includes, in part at least, property which as such could not be 
directly taxed (p. 165). 

The special excise tax levied upon corporations by the act of Septem- 
ber 8, 1916 (39 Stat., 756, 789), and measured by the fair value of their 
capital stock is a tax of the same general character, imposed with respect 
to the carrying on or doing business by such corporations, and the rule 
laid down in the case of Flint vs. Stone Tracy Co. applies equally to it. 
Quoting again from that decision: 

* * * The distinction lies between the attempt to tax the property as 
such and to measure a legitimate tax upon the privileges involved in the 
use of such property (p. 163). 

Respectfully, 


T. W. Grecory, Attorney-General. 
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Tue INstTITUTE EXAMINATION 


In attempting to answer the questions set by the American Institute of 
Accountants at the June, 1917, examination, it must be distinctly understood 
that no official standing +is to be inferred, merely because the answers 
appear in this department. The board of examiners is in no way respon- 
sible for these answers and, as far as we know, may not even agree with 
them. 

The examiners are to be congratulated upon the character of the ques- 
tions asked. They are devoid of ambiguity, clearly stated, and yet involve 
distinct accounting principles. It is to be hoped that some of the state 
C.P.A. boards will profit by the excellent example that has been set them. 


AUDITING 


1. What do you understand to be meant by a balance-sheet audit? 
What is its scope? 

Answer. A balance-sheet audit is one in which the assets and liabilities 
are verified and a sufficiently exhaustive analysis of the profit and loss 
accounts is made to satisfy the auditor that the surplus appearing in the 
balance-sheet is reasonably correct. 

Its scope is limited to ascertaining whether the assets appearing on the 
balance-sheet were actually in the possession of the concern at that date; 
whether they were conservatively valued; and whether there were any 
other assets which should have appeared—that the liabilities shown were 
actual liabilities properly incurred, and especially that all liabilities have 
been included. In analysing the surplus special attention should be given 
to ascertaining whether items that should have been charged to expense 
of operation have been charged to fixed assets. 


2. The officers of a company of which you are the auditor elected by 
the stockholders submit to you for audit a balance-sheet in which the 


following item appears: 
Miscellaneous reserves (including 
premium on stock) ) $248,000.00 
On investigation you find the item is 
made up as follows: 


General reserve $ 86,000.00 
Operating reserves 6,000.00 

Provision for amortization 
depreciation 46,000.00 

Provision for amortization 
of leaseholds 40,000.00 
Provision for bad debts 36,000.00 
Premium on capital stock sold 34,000.00 
$248,000.00 
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What recommendation would you make to the officers and what course 
would you take if your recommendation were not followed? 

Answer. I would recommend that the use of a blanket account be 
discontinued and that the item be split up to be dealt with as follows: 

General reserve should be added to the surplus, if indeed it is not 
intended as another name for that account. 

Operating reserves may mean a number of different things. It should 
be definitely specified what the term is intended to cover. 

The reserve for plant depreciation should be specifically stated as a 
separate item and, in the opinion of the majority of accountants, should 
be deducted from the total plant valuation on the asset side. If the plant 
is subdivided the reserve should follow the same plan. 


The reserve for amortization of leaseholds is unnecessary. A reserve 
is set up as a measure of the diminution in value of an asset when the 
amount is uncertain and is only estimated. When the amount can be 
definitely ascertained, as in the case of a leasehold, the asset itself can 
better be written down. 


Reserve for bad debts should always be separately stated. Whether 
it is deducted from the total of the accounts and notes receivable or is 
shown as a liability depends upon whether it is considered that the balance- 
sheet should exhibit the estimated value of the asset, or should show the 
reserve as the estimated liability to loss to be sustained from bad debts. 
Either treatment is correct. 

Premium on capital stock sold is part of the surplus. If at the time 
the stock was sold there was a condition that none of this premium should 
be used for dividends, it should be credited to permanent surplus, or 
donated surplus. If there is no such condition, I should still advise this 
treatment as a matter of record. While a dividend paid out of this 
donated surplus would be legal, it would be deceiving the stockholders 
if the directors allowed them to think that the dividend was paid out of 
profits. 

If my recommendation were not followed by the officers so as to change 
the books, I should prepare the balance-sheet to be submitted to the stock- 
holders along the lines I have indicated. I would not certify to a balance- 
sheet containing the blanket reserve item indicated in the question. 


3. In auditing the accounts of a corporation, for the first year of its 
existence, what records and documents should be examined in addition to 


the books of accounts and the vouchers? 
Answer. The auditor should examine the charter, the bylaws and 


the minutes of the meetings of the stockholders and directors, all of which 
are generally found in one book of records, in order to obtain the neces- 
sary information with regard to the conditions governing the formation 
of the corporation, the authorized capital, the method of its payment and 
any other provisions as to its issue. If any stock has been issued for 
property, tangible or intangible, he should ascertain whether the trans- 
action had been specifically authorized by vote of the stockholders or 
directors. If the stock is to be paid for in instalments the conditions of 
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the payments should be authorized by resolution of the directors. If any 
special terms have been accorded any subscribers, the authorization by the 
directors should be explicit. In short, anything out of the ordinary in 
connection with the issue of the stock should be authorized by the minutes. 


He should guard against an over-issue of stock by checking the stubs 
of the stock certificate book and a trial balance of the stock ledger against 
the balance of the capital stock account. If the issue of stock is in the 
hands of a trust company as registrar or transfer agent, the auditor may 
accept the certificate of the trust company as to the amount of stock out- 
standing. 


The auditor should also examine the minutes to ascertain under what 
conditions bonds have been issued, whether there are any provisions for a 
sinking fund or for periodic redemption, for a proper amount of insur- 
ance, etc. The trust deed recorded in the county court or a certified copy 
of it should be examined in order to see that these provisions had been 
properly covered. 


The auditor should also examine the minutes for the proper authoriza- 
tion of all the officers’ salaries. 

In addition to the minutes, the auditor should examine any documents 
bearing on the transactions authorized by the minutes, such as a letter 
offering to turn over certain property in payment for stock. 

4. What steps should an auditor take to ensure, as far as possible, that 
accounts presented to him for audit contain all the liabilities of the 
company? 

Answer. As to accounts payable a comparison of the books with the 
statements sent in by creditors would show whether or not all the debts 
due to these concerns had been properly taken up on the books. This 
would not detect the suppression of liabilities for which statements had 
been withheld by the auditor’s client. These could be discovered only by 
an examination of the records of the receiving clerk, which should be 
examined for some time back in order to see that proper entries had been 
made for all goods received into stock. If the audit is made some time 
after the close of the fiscal period, all entries showing purchases of goods 
should be scrutinized to ascertain whether the invoices are not dated before 
the closing of the books and should have been included in the accounts 
of that period. 

Sending out statements to those concerns from which the client might 
be supposed to be liable to make purchases might disclose an unrecorded 
liability, but if it were thoroughly done it would require the writing of a 
large number of letters to people who were in no way interested, and 
there would be a big chance of omitting to write to the particular concerns 
from which the suppressed purchases were made. 

The practice of the client as shown by the invoices paid at the begin- 
ning of the period under audit would indicate whether he was in the habit 
of suppressing purchases or not. 

As to notes payable, the auditor should scrutinize all payments of 
interest and should see that each payment was directly related to some 
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specific note. If there is a record of the payment of interest which is not 
accounted for as pertaining to a recorded note, it would be evidence of 
the existence of a note not recorded, and the auditor would be guilty of 
negligence if he did not recognize the fact and demand the particulars in 
regard to the note. 

The auditor should always be careful to see that all accrued liabilities 
are on the books, but he should have no trouble with these as they are 
plainly indicated in the operating accounts. 

If any large liability has been disposed of by journal entry, all the 
circumstances connected with it should be investigated, as it may be that 
the creditor has not agreed to the cancellation of his claim. 

During the audit all payments made to lawyers should be scrutinized 
for evidence of suits for damages or other contingent liabilities. 

The auditor should also require from the proper person a written state- 
ment that all the liabilities are on the books. 

5. You are appointed auditor of a charitable institution supported by 
annual subscriptions and other gifts. What steps would you take to 
verify the accounts submitted to you? Draft a certificate such as you 
would give if the results of your audit were entirely satisfactory. 

Answer. The steps necessary to take would depend very largely on the 
system in vogue in the institution. Subscriptions should be represented 
by stubs or carbon copies of receipts, but these are no evidence unless the 
person who makes them out is different from the one who handles the 
money. It is easy to make a stub or a carbon receipt that is not the same 
as the receipt itself. While it will not verify the receipts it may help to 
detect the entry of a wrong amount to print in the report a detailed list 
of the donations with the names of the donors. Where the donor allows 
the use only of “Cash” or “Friend,” there is no way to prevent or to 
detect the omission of proper credit, unless a proper internal check is 
provided. 

The income from invested endowments can easily be checked from a 
list of the securities. If any of them are stocks, the dividends that should 
be accounted for can generally be ascertained from financial journals. If 
not, the secretaries of the companies should be communicated with. If the 
investments are improved real estate, an inspection of the leases would 
disclose what rents should have been collected. Any alleged vacancies 
should be corroborated by evidence other than the word of the treasurer. 
If the property is in the hands of reputable renting agents, their report 
can be relied upon. 

If there are any paying inmates, as in a hospital, the amounts paid by 
them should be checked against the independent attendance or room record. 
Fees for special services or for the use of apparatus should be corroborated 
by carbons of the requisitions ordering them. 

If appropriations are made by the state, county or city, there will 
always be official documents on file by which they can be checked, whether 
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they are for round amounts or are based on the number of inmates cared 
for. The official reports of the comptrollers of the contributing munici- 
palities would furnish complete evidence. 

If the question is intended to cover the audit of the disbursements, 
they would be verified in the ordinary way by the inspection of properly 
authenticated vouchers. Special attention should be paid to the use made 
of trust funds, to see that they were applied to the purposes for which they 
were given and that the principal was not being encroached upon in 
cases where it was specified that only the income could be used. 

If the accounts are handled on the receipts and disbursements method, 
it should be ascertained whether there were any unpaid obligations out- 
standing either at the beginning or end of the year. Proper allowance 
should be made for these so that a true statement of the year’s transac- 
tions and of the present condition could be prepared. 

The certificate to be given would depend on the extent to which internal 
checks had been adopted. If they were adequate, the certificate would 
read about as follows: 


“T have audited the accounts of the Blank Institution for the year 
ending December 31, 1916, and have found them in a very satisfactory 
condition. I have verified the receipts from subscriptions, special dona- 
tions and miscellaneous scources, and the income from invested securities, 
from rents and from paying inmates. I have found proper vouchers for 
all items of outgo and have verified the distribution to the proper accounts. 

“T have prepared the accompanying statements of income and expense 
and of financial condition which in my opinion are correct exhibits of the 
transactions of the year ending December 31, 1916, and of the condition of 
the institution at that date. 

“JoHN Dor, Auditor.” 


6. To what extent do you think it is necessary to verify the outstanding 
capital stock of a corporation and what procedure would you follow in 
such verification ? 

Answer. It is not usually considered necessary to verify the outstand- 


ing capital stock every time a periodic audit is made, but it should be done 
at more or less long intervals to detect any over-issue of stock. The 
danger of an over-issue is slight, because the risk of detection is too great 
unless all the officers of the corporation are in collusion. The fraud would 
be detected whenever a dividend was paid or a list of stockholders entitled 
to vote at a meeting was prepared. 

The procedure would be to list the open stubs of the certificate book 
showing the number of each certificate and the shares represented by it. 
The total should agree with the number of shares shown to be outstanding 
by the balance-sheet. All certificates that have been cancelled by tran.fer 
should be pasted back on their respective stubs. All stubs with no certi- 
ficates attached would be open stubs and would represent stock outstanding. 
A trial balance of the stock ledger should be taken off. If it also agrees 
with the capital stock account, nothing further need be done. If either 
the list of certificates or the trial balance of the stock ledger does not 
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agree with the capital stock account, it will be necessary to check the list 
of certificates by numbers and amounts with the accounts in the stock 
ledger. This will disclose any certificates outstanding not represented on 
the ledger, or any credits on the ledger not represented by certificates. 

If fraudulent stock has been issued by using a blank certificate not 
taken from a stub in the book, and if this stock is not registered in the 
stock ledger, the auditor would not be to blame for not detecting the over- 
issue. Such blanks are often obtained from the engraver, unbound, to be 
used to replace any that may be accidentally spoiled. Both the president 
and secretary would have to be cognizant of the false issue, unless one of 
them was careless enough to sign certificates in blank. 

7. State what you consider to be the most important special problems 
arising in one of the following classes of audits and how you would deal 
with such problems: 

(a) Stock brokers. 
(b) Moving picture producers. 
(c) Breweries. 
(d) Clubs and institutions. 
(e) Retail stores. 
(f) Land companies. 
(g) Executorship accounts. 
Answer. (a) The audit or a stock broker’s accounts calls for: 


The verification of all securities called for by the books, which are 
being carried for customers, whether they are on hand or are deposited 
with banks or other brokers as collateral for loans. 

The verification of all securities belonging to the broker himself whether 
on hand or in banks. 

Reconciliation of reciprocal accounts with branch offices or with brokers 
in other cities, both in regard to currency balances and long and short 
stock balances. 

Careful examination of customers’ accounts and their balances, both 
as to currency and as to long and short stocks. Even if a customer’s 
money account is closed, there may be stocks on hand belonging to him, 
awaiting disposition. 

Careful scrutiny of commissions and interest charged to customers’ 
accounts. As these are very regular as to rates, the number of shares 
dealt in and the debit balances of customers would furnish approximate 
means for verifying them. 

(b) Moving picture producers. The salaries paid to the talent and the 
way in which these salaries are charged to the different productions in 
which the actors appear. 

The wages paid to the general assistants, including persons temporarily 
hired for appearance in the pictures. 

The cost of the costumes and other properties with special reference 
to the question as to whether they were of so general a character that 
they could be used several times, or were so peculiar that they should be 
considered a charge against one production only. 
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The cost of the films used in the cameras, with proper allowance for 
spoiled films. 

(c) The special problems in a brewery audit are mostly connected 
with the selling. The principal ones are: 

Drivers’ spending money, an indefinite amount spent by drivers some- 
times when they deliver beer and always when they collect. As they 
always “treat the crowd,” the amount is necessarily indefinite and the 
auditor must depend on the judgment of some officer of the brewery. 

Donations. Breweries have to contribute to all kinds of objects and 
buy tickets to all sorts of entertainments to promote their popularity 
among consumers of beer. 

Gratuitous work. Breweries frequently pay for repairs and altera- 
tions in saloons that buy their beer exclusively. 

Sign expense. The cost of installing and maintaining signs, usually 
electrical, advertising the brand of beer, whether these signs are on 
saloons or on the roofs or sides of ordinary buildings. 

Saloon expense. A brewery in a large city frequently owns a number 
of saloons, which are not profitable enough to be run by individuals. The 
brewery can afford to run them at a small loss on account of the profit it 
makes on the beer sold. ; 

Floating cooperage. Usually a brewery keeps an account with kegs 
and other containers, debiting customers with those delivered to them and 
crediting the empties returned. Some breweries claim that it costs more 
than it is worth to do this, and pay no attention to the whereabouts of 
the containers. 

Advances to saloon owners. A very large amount of money is invested 
by breweries in the way of advances to owners of saloons to enable them 
to buy fixures or to pay licences. Naturally, one condition of such an 
advance is that the saloon shall sell the product of that brewery exclusively, 
thus promoting sales. 

These are some of the peculiar features of the brewing business with 
which the auditor has to deal. He must exercise his judgment in deter- 
mining the validity of the entries covering them. 

(d) Clubs. The minutes of the directors should be examined for the 
names of new members for whom the cash receipts should show the 
payment of initiation fees, or transfer fees, if membership is trans- 
ferable. The roster of members should be brought up to date by the 
addition of new members and the elimination of those whose resignations 
have been accepted by the directors as shown by the minutes. This will 
give the basis for the dues that should have been collected. If notices are 
sent to all delinquents, the auditor can satisfy himself that all paid dues 
are accounted for. 

The auditor should insist that a proper system of internal check be 
kept up so that all purchases by members or services rendered to them 
shall be recorded and accounted for. There should also be some method 
adopted by which it can be determined whether or not food, wines and 
cigars are wasted or stolen. 
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(e) Retail stores. The character of the audit will depend largely upon the 
system of internal check in use. If money received for cash sales is handled 
by an independent cashier, and not by the salesman making the sale, the 
total of such sales can be accepted with only an occasional test. The 
same thing would be true of the sales on credit if the total shown by the 
salesmen’s tickets agreed with the total of the bookkeeper’s charges day 
by day. The amount due from customers should be verified by sending 
out statements, with a request to report discrepancies direct to the auditor. 

If the store is divided into departments, the auditor should see that 
the sales of the different departments are kept separate and that all direct 
expenses are charged to the proper department. General expenses should 
be allocated to the different departments on some equitable basis, to be 
determined by the conditions in each case. Purchases should be charged 
to the departments that receive the goods. 

Unless the store deals in only one class of goods, the auditor should 
recommend that it be divided into departments, as it is very important 
for the proprietor to know whether he is making o1 losing money on the 
different classes of goods he handles. 


The auditor should make a financial statement showing the gross 
profit on sales, the profit after direct expenses are charged and the net 
profit after the general expenses are allocated. He should make com- 
parisons by percentages of the current year with a series of previous 
years, so as to explain any variations in the net profits from one year to 
another. 

The auditing of purchases, payrolls, etc., would be the same as in any 
other business. 

(f) Land companies. By this I understand companies that buy large 
tracts of land, subdivide them and sell small lots. 

One of the special points would be the determination of the cost of 
the tract. This should include all expense incurred up to the time when 
the lots are ready for sale, such as grading, putting in sewers and water 
pipes—unless the city does these things—making streets and sidewalks, 
planting trees, and also any necessary general expense of an adminis- 
trative character, since the land cannot improve itself without super- 
vision. It is usual also to include any interest actually paid during the 
development period. 

When the total cost is ascertained the auditor should spread it over the 
lots to determine the cost of each one. As the lots vary in value accord- 
ing to location, the cost of each should not be determined by dividing the 
total cost by the number of lots. The best way is to ascertain from the 
map of the subdivision the selling price of all the lots. Then the per- 
centage of the selling price of each lot to the total selling price should be 
used as the percentage of the cost of the lot to the total cost. 

In closing the books the auditor should take care that undue profit is 
not taken on sales that are not yet paid for. He may take the extreme 
view that all the part payments on a lot should be applied to the cost 
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until that is covered, before it is considered that any profit is made, or 
the less conservative view that it is sufficient to set up against the uncom- 
pleted sales a liberal reserve to cover defaults in future payments and 
also the expense of making future collections. 


If there is a mortgage on the property, there should be a clause in it 
permitting release of specific lots upon payment of an agreed portion of 
the cost of the lots. The auditor should see that lots that have been fully 
paid for are thus released, so that title can be given to the purchasers. 


The auditor should verify the accuracy of the record of instalment 
payments on the lots by correspondence with at least a considerable 
number of the purchasers. He should investigate those accounts that are 
delinquent, and if there seems no likelihood of some of the accounts being 
paid, he should recommend the canceling of the contracts and the re-sale 
of the lots. 

(g) Executorship accounts. One of the special points to be considered 
is the keeping separate of the principal or corpus of the estate and the 
income. This is imperative when there is a life-tenant and a remainder- 
man, and also in estates settled under the laws of a state that allows a 
different rate of commission for handling the principal and the income. 
Even when not imperative, it is better to keep them separate. 


The auditor should examine the will and carefully note any instruc- 
tions as to disposition of principal or income, and should ascertain 
whether these instructions have been carried out by the executor. 

He should compare the executor’s books with the inventory of the 
estate filed in the probate court, and should ascertain whether any new 
assets have been discovered since, which should be on the books. 

If any specific funds are created under the will, he should see that 
they are properly recorded in the books, and the specific investments 
made in respect thereof are properly set aside and ear-marked. 

The verification of income and expense and of the existence of securi- 
ties would not present any special difficulties. 

8. What steps should be taken to verify the cash balance appearing on 
a balance-sheet of a company in whose cashbook bank and cash trans- 
actions are kept together where the auditor has not had the opportunity 
of making the verification on the date of the balance-sheet? To what 
points should special attention be given? 

Answer. The cash should be balanced at the date of the audit. The 
transactions since the date of the balance-sheet should be analyzed in 
two columns, currency and bank. Beginning with the balances purporting 
to be on hand in the bank and in currency at the beginning, charge the 
currency column with all the receipts and credit it with all payments not 
made by cheque and with all deposits in bank. The result should be the 
currency on hand at the time of the audit. The bank column is charged 
with the deposits and credited with all amounts paid by cheqnes, the result 
being the balance in bank at the time of the audit, which should be 
verified by having the bank book balanced at that time. 
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9. What is meant by a qualified certificate? Give an illustration of a 
case in which a qualified certificate might properly be given and draft a 
qualification applicable to that case. 

Answer. A qualified certificate is one that does not state positive facts 
as the results of an audit, but contains some clause or expression which 
is intended to limit the responsibility of the auditor in regard to some one 
or more items the accuracy of which he has not been able to verify. 


The auditor may think that the valuation placed on patents owned by 
his client is excessive, while the client may claim that they are fully 
worth the amount at which they are carried. The auditor in stating that 
in his opinion the balance-sheet exhibited the true condition of the concern 
should qualify by adding, “except that I assume no responsibility for the 
valuation placed on patents.” 

10. An inventory is submitted to you certified by the manager of a 


business. Mention some of the principal steps you would take to confirm 
the correctness of the inventory figures appearing in the balance-sheet. 


Answer. I should secure the original rough draft of the inventory 
and would ascertain the persons by whom the stock was taken, the calcu- 
lations and footings made, and the prices fixed, and would find out 
whether they were well informed and trustworthy. I would test a con- 
siderable number of the larger items by comparing prices with recent 
invoices or with current quotations, if available, and by verifying exten- 
sions and footings to a sufficient extent to satisfy me that I could depend 
on the work. 

I should ascertain that all invoices for goods in stock had been entered 
on the books and no goods in the inventory were held on consignment 
only. 

I should investigate conditions to see whether the quantities on hand 
were reasonable. For instance, if certain raw material could be bought 
at a moment’s notice and delivered at once, I should not expect to find 
in the inventory a supply sufficient to last several months. If the explana- 
tion were made that large amounts had been bought in anticipation of a 
rising market, I would investigate the inventory at the beginning of the 
year and the purchases during the year. If these were normal up to the 
date of the last large purchases, I would accept the explanation, but if the 
beginning inventory proved to be too large for normal purposes, I should 
suspect that the inventory had for some time included unusable material 
that should have been scrapped, and I would investigate by personal 
inspection. 

The inventory should always be approximately verified by the “gross 
profit” test. By a scrutiny of the accounts for several successive previous 
years the average rate of gross profit on sales must be ascertained. If 
conditions are normal, this per cent of profit may be applied to the sales 
of the current year. Deducting the gross profit from the sales will give 
the cost of goods sold. The cost of the goods sold deducted from the total 
cost of all goods made would leave the cost of the goods unsold—that 


is, the inventory at the end. 
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Inventories of finished and partly finished goods are more difficult of 
verification, unless a more or less complete cost system is in force. The 
auditor will have to be guided to a large degree by the judgment of those 
preparing the inventories, especially where they have no pecuniary interest 
in swelling the values. The ordinary foreman or superintendent of a 
factory who is not an officer of the company or directly interested in it 
can usually be depended on to give an honest opinion. The auditor can 
often verify the value of the finished product by the figures showing the 
total cost of the goods; but the unfinished goods are harder to verify on 
account of the varying proportions of material and labor, depending on 
the extent to which the work on them has progressed. 





Ohio Society of Certified Public Accountants 

The annual meeting and luncheon of the Ohio Society of Certified Public 
Accountants was held at the Cleveland Athletic Club, Cleveland, Ohio, 
Saturday, August 11, 1917. The following officers were elected: W. E. 
Langdon, president; E. A. Roden, vice-president; A. L. Peters, secretary- 
treasurer. These with W. A. Coy, C. A. Gano, G. R. Lamb and C. L. 
Swearingen are the directors. Carl H. Nau gave a very interesting and 
instructive talk on The Government and War Accounting. 





Haskins and Sells announce the opening of offices in Penobscot build- 
ing, Detroit, Michigan, under the management of Leslie E. Palmer, and 
in the L. C. Smith building, Seattle, Washington, under the management 
of Pearce C. Davis. The firm also announces that William H. Bell has 
been appointed manager of the St. Louis office succeeding Leslie N. 
Simson, resident partner, now in the New York office. 





It is announced that Thomas H. Clarke, A.S.A.A., has become a member 
of the firm of Judson, Higson & Company and that the firm name has 
been changed to Judson, Higson & Clarke. Offices of the firm are at 52 
Wall street, New York. 





August J. Saxer, member of the American Institute of Accountants, 
announces the removal of his office from 408 Rialto building to 2187 
Railway Exchange building, St. Louis, Missouri. 





Oscar Winkler, accountant and auditor, announces the opening of offices 
at 15 Park Row, New York. 
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Valuation of Stocks for Excess Profits Duty 


As this issue of THE JouRNAL oF ACCOUNTANCY goes to press important 
and most timely proposals as to valuation of stocks for purposes of the 
British excess profits duty are received. It is impossible to give more 
than the proposals themselves at this time, but in the October issue we 
hope to present the opinion prepared by firms of accountants in Great 
Britain and possibly some comment upon the significant modifications pro- 
posed. This matter deserves the earnest consideration of legislators and 
government officers in this country. 





HEAps oF BritisH GOVERNMENT ProposaLs UpPoN THE VALUATION OF STOCKS 
FOR Purposes oF Excess Prorits Duty. 
The government are prepared to adopt the following modifications— 
which will not require legislation—of the general principle that stocks 
should be valued at cost price or market value, whichever is the lower.* 





* In considering this matter the government have had before them an opinion which 
has been expressed by members of certain eminent firms of chartered accountants. It 
will be seen that the govrnment proposals, whilst coinciding in the main with this 
opinion, depart from it only in the direction of more favorable treatment for the 
taxpayer. 

1. A period will be allowed after the termination of the war in which 
to ascertain by actual realization the value of the stock-appearing in the 
account at the end of the last accounting period, and an allowance made 
from the profits of that period or any difference between the valuation 
and the sum realized. The period proposed is a fixed period of a year 
from the termination of the war, for all businesses. 

The loss (if any) on only such stocks as were in hand at the end of 
the last accounting period will be brought into the adjustment, but the 
whole of such stocks, not individual parcels selected by the taxpayer, must 
be considered. 

The necessary sanction for this modification of general principles will 
be given by a regulation under section forty subsection three of the finance 
(No. 2) act, 1915. 

2. Certain classes of industry require to keep stocks of raw or semi- 
manufactured goods for the purposes of manufacturing processes, and 
these goods are frequently of such an imperishable character that a 
minimum quantity required for a business could be held untouched for a 
long period. 

Accordingly in any class of trade— 

(a) which requires for its manufacturing processes to 
keep such stocks, and 

(b) in which a recognized practice has obtained of 
taking a constant quantity at a constant price, the 
government are prepared to accept the practice. 
The government would regard goods as imperish- 
able which are of sufficient durability to last 
without material deterioration during a period 
equal to the length of the war. 

Any individual member of the class who has not adopted the method 
in his business may be allowed to do so for the purposes of excess profits 
duty, but may not claim as the constant quantity of stock so valued a 
greater quantity than the minimum amount held at any stocktaking in the 
three pre-war trade years. 
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Where a claim is made that an industry should be brought within this 
concession, the board of inland revenue will be prepared to receive repre- 
sentations and to consider evidence as to the existence of a material body 
of such practice in the industry and as to the character of the stocks to 
which it is claimed the method should be applied, with a view to securing 
the uniform treatment of all members of the industry. 


_ The balance of stock above the minimum quantity in cases falling under 
this modification of the general principle is to be treated as in (1). 


3. Profits derived from sales which reduce stock below the par- 
ticular minimum or constant quantity adopted for any business are not the 
less trading profits. Where, however, a raw material is associated with 
plant in a manufacturing process (e.g., metal kept to a constant level in 
galvanizing baths), the board of inland revenue will consider claim under 
section 40 (3) of the finance (No. 2) act, 1915, that it is akin to a capital 
asset, like plant, which has been exceptionally depreciated (by depletion) 
or of which the renewal has been postponed. 


4. Where in an industry or as respects a class of stock to which the 
foregoing (2) does not apply, the owner of a business has taken a 
quantity of stock at a base price, the stock will fall to be valued during the 
periods of liability at cost or market value, whichever is the lower, but 
from the final valuation (on that basis) there will be allowed a deduction 
of a sum (in pounds sterling) equal to the original difference (at the end 
of the standard period) between the valuation on the base method and a 
valuation on the cost or market value method. Alternatively the first stock 
valuation may be revised and put upon the general basis of cost or market 
value when the modification outlined in (1) will apply. 





Correspondence 
Cost Records and Profits 


Editor, The Journal of Accountancy: 


Sir: A recent editorial in the Saturday Evening Post, closed with the 
following statement: “We should say the first step in preparing for after- 
the-war conditions would be for every American manufacturer and mer- 
chant, no matter how big or how little, to instal a really adequate cost- 
accounting system—if he has not one already—and study it carefully, in 
order to detect his pile of deadwood.” 

The wisdom of this conclusion is unquestioned; but the manner in 
which it can be convincingly presented to those who would profit most by 
the adoption of correct cost-methods is difficult. The federal trade com- 
mission is probably doing more effective work in pointing out the need for 
better business methods than any other single agency now at work; and its 
helpfulness in matters of this kind is becoming generally recognized. 

Cost-accounting is a term that is used in a restrictive sense, to refer to 
factory or production costs ; and this is the sense in which it is, undoubtedly, 
most frequently used. In this letter, however, the term is used in its 
broader sense to apply to all expenditures in connection with a business. 
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The record of failures throughout the country is not a record of the 
“conquest of the preventable’—so many failures having been avoidable, if a 
full appreciation of the value of cost-records could have been realized. In 
the absence of this knowledge, it is impossible to make satisfactory selling 
prices. If the articles manufactured and sold are approximately of equal 
quantity and value, it is probably fair to state (if a profit for any fiscal 
period be assumed) that each class of items contributed its pro rata share. 
When, on the other hand, there is much disparity in the output of each 
class, it is unfair to assume that a profit has been realized on each of the 
classes, let alone that the per cent. of profit on each class has been uniform. 
To determine the facts, it is necessary that careful records should have 
been kept showing to what extent the various classes have been profitable, 
or otherwise. A firm that omits to keep such records may succeed for a 
time, but in the long run it is doomed to failure. 

The selection of a cost expert, fitted to serve a particular business, is 
not always an easy task. In this field, as in others, there are those who 
make extravagant claims that they cannot fulfill. Great care, therefore, 
should be exercised in selecting for this service a man of known ability and 
character, in order that the results may be entirely satisfactory. 

The information supplied by a well-devised and carefully kept cost 
system furnishes the data for efficiency work of the highest type. Much 
so-called efficiency work is in reality cost finding of the better sort. 

Investors in the stocks of corporations, which are consolidations of com- 
panies and have been operated for several years, might well demand 
information on the very important subject of cost-records. It is now quite 
generally the practice to state in the prospectus of such corporations that 
the books will be audited, but the more important matter—that of arriving 
at the proper cost of production—is ignored. 

One of the considerations in granting credit is the fact that the books 
of the firm are regularly audited by reputable accountants. Here, again, 
the fact as to whether or not a system of cost-records has been installed 
and is in constant use should be a matter to be reported as furnishing an 
additional probability of the successful conduct of the enterprise. 

Under the conditions which will confront American business men and 
financiers after the end of the war, the question of compelling the general 
adoption of cost-records may well be given serious consideration. Such 
a requirement would ultimately tend to increase profits and minimize the 
number of honest failures. 

Yours truly, 


New York. Rospert ATKINS. 
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